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Receivers Appointed under Debentures 
By B. O. Smitn, F.c.a. (Aust.) 


(Being a lecture delivered before the Commonwealth Institute Students’ 
Society, N.S.W. Division, on 13th July, 1944) 

The syllabus of the Institute states that “questions on Receivers will be 
confined to those relating to Receivers appointed at the instance of holders of 
Debentures or Debenture Stock of Companies incorporated under the Com- 
panies Act” and my remarks will be substantially confined to the limit 
indicated. 

I do not propose to refer to legal cases herein as the result may be to 
make the lecture confusing, and consequently I have eliminated the references 
to cases from extracts taken from Kerr on Receivers or Yorston and 
Fortescue’s Australian Mercantile Law, which two works have been utilised 
in the preparation of this lecture. 

OTHER INSTANCES WHERE A RECEIVER MAY BE APPOINTED 

It is, however, important to note that receivers can be appointed by the 
courts or by the parties in many other directions, some of which you may 
encounter in practice. Perhaps the most usual are: 

(1) In a partnership where the funds are in danger of being lost. 

(2) To protect the estate of an infant. 

(3) Between mortgagor and mortgagee. 

(4) Between debtor and creditor where the fund is being wasted 

(5) To protect the estate of a lunatic. 

(6) In bankruptcy where the control of an estate is with the Official 

Receiver pending appointment of a trustee who when appointed 
administers the estate under the supervision of the Official Receiver. 


It appears unnecessary to amplify the foregoing as it does not come within 
the syllabus. 


CoMPANIES 
Receivers appointed under debentures secured over the assets of a com- 
pany are usually appointed pursuant to powers contained in a Debenture 
Deed or an Equitable Mortgage. The original security documents are drawn 
up by solicitors and would be incomplete if they did not provide for the 
appointment of a receiver or receiver and manager in certain contingencies. 
In these circumstances, it is unusual for a receiver or receiver and manager 
over a company’s assets to be appointed by the court. There are, however, 
some circumstances under which the court will appoint a receiver if appli- 
cation is made, and these are as follows: 
“(1) When the principal is in arrears even if there are no arrears of 
interest. 
(2) Where the interest is in arrears, or on the happening of anv other 
event by which the terms of the debenture or trust deed become 
B 





THE AUSTRALIAN ACCOUNTANT MAY 


enforceable. (It is sufficient if the principal has become due at the 
date of the application, though it was not in arrears when the writ 
was issued. ) 

When the security has crystallised into a specific charge by reason of 
a winding-up order or resolution, even though such winding-up is for 
purposes of reconstruction or amalgamation. It is characteristic of a 
floating charge that it crystallises into a specific charge when a com- 
pany becomes incapable of carrying on business. 

(4) Where the security is in jeopardy, e.g.: 

(1) Where winding-up is imminent. 

(2) Where funds and credit are exhausted and creditors are 
pressing. 

(3) Where a company has suspended business. 

(4) Where the company is threatening to dispose of 
taking. 

(5) Where a company proposes to distribute its sole asset, e.g. a 
reserve fund, among its shareholders.” 

It is easily conceivable that the Debenture Deed or Equitable Mortgage 
may not cover all the foregoing contingencies, in which case the mortgagee 
would have to make application to court. In most cases, however, the 
securities are in favour of banks who retain the right to demand repayment 
at will by making the advances “at the pleasure of the bank” and so cover 
those cases where the court may appoint a receiver and which are not specif- 
cally included in the deed. 

Section 336 of the N.S.W. Companies Act gives the court power to appoint 
the liquidator of a company receiver on behalf of debenture holders. This 
will not operate against the debenture holder as he will in effect be given 


choice of liquidator. By reason of his paramount title to the early proceeds 
of the realisations his nomination would prevail. 


DEFINITION OF RECEIVER 
Before proceeding further the following definition of a receiver appointed 
other than by the court is submitted : 

“A person appointed by the parties themselves to take possession of 
and control the property of another for the purpose of protecting it from 
waste or improper use, and to receive the income or produce arising 
from conversion of the property, and to apply it strictly according to the 
powers and directions contained in the document of appointment.” 


A receiver is under no obligation to preserve the goodwill of a company 
and lacks the power to carry out contracts partly completed at the date of 
his appointment. His duty is merely to protect, realise and distribute the 
proceeds to the parties entitled thereto. 

As a receiver cannot manage a business in the sense of buying and selling 
he would, if appointed over a company’s assets, be obliged to discontinue the 
business and realise the assets. 

In consequence of this disability where it may be necessary to carry on or 
superintend a trade business or undertaking, the Security Deed usually pro- 
vides for the appointment of a receiver and manager as distinct from 
receiver, or alternatively expressly gives the receiver power to manaqe 

“The appointment of a receiver and manager over the assets of a compam 
does not dissolve or annihilate it. The company is, however. entirels 
superseded in the conduct of its business, and deprived of all power to enter 
into contracts in relation to that business. or to sell. pledge or otherwis 
dispose of the property put into the possession or under the control of the 
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receiver and manager. Its powers in this respect are entirely in abeyance 
so far as the company is concerned, and are exercised by the receiver and 


manager.” 
DEBENTURE DEED oR EQuITABLE MORTGAGE 

From the matters already mentioned it is clear to you that if you are 
appointed receiver or receiver and manager it is most important to read 
carefully the document under which you are appointed. In it is set out the 
contingencies under which you are appointed, your powers, some of your 
duties and usually your remuneration. In fact, your every action must be 
within the compass of this document. You have, however, other important 
statutory obligations under the Companies Act, Income Tax Acts, Sales Tax 
Acts, Payroll Tax Act and other legislation which will not be mentioned in 
the security document. 

The Debenture Deed or Equitable Mortgage usually creates a floating 
charge on a company’s assets which crystallises upon the appointment of a 
receiver or upon liquidation of the company. It is not necessarily a floating 
charge as the security may be restricted to a particular asset or assets. Even 
if it is a floating charge it may specifically exclude particular assets as in 
the case of a company dealing in land where its activities would be unduly 
restricted if it had to disclose the charge to every purchaser of land. In 
practice the security would fall in one of the three following classifications : 

(1) Debenture Deed or Equitable Mortgage in favour of a bank. 

(2) Debenture Deed or Equitable Mortgage in favour of a company or an 

individual. 

(3) Debenture Deed in favour of debenture holders generally or trustees 

for them in the case of a Debenture Loan in series sometimes issued 
by a company. 


The last-mentioned instance appears to be falling into disfavour in recent 
years and is probably regarded as too rigid a form of finance, particularly 
as the whole of the interest has to be paid irrespective of whether the funds 
are fully used and as the existence of debentures in series naturally limits 
or precludes other borrowings. 


Wo MAY BE APPOINTED RECEIVER OR RECEIVER AND MANAGER 


The most fit person who is not objectionable to either party should be 
appointed. He is usually nominated by the debenture holder, who has the 
right to make the nomination under the deed. In this State a corporate body 
is not qualified to be appointed receiver of the assets of a company. 


Section 335 of the New South Wales Companies Act provides: 


“ \ . . . 

(1) A body corporate shall not be qualified for appointment as receiver 
of the property of a company. 

(2) Nothing in this section shall disqualify a body corporate from acting 
as receiver of the property of a company if acting under an appoint- 
ment made hefore the commencement of this Act, but except in any 
such case any body corporate which acts as such receiver shall be 
guilty of an offence.- 

Penalty: One hundred pounds. 

Nothing in this section shall affect the operation of sub-section (6A) 
ot section one hundred and fifteen of the Conveyancing Act, 1919- 
1932.” 

(This enables a trust corporation to be appointed receiver and be 
remunerated therefor.) 
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MopeE oF APPOINTMENT 


Except in the cases where the court makes the appointment on the appli- 
cation of the party desiring to preserve the assets as mentioned earlier herein, 
the appointment of receiver or receiver and manager must be made in the 
manner provided in the Debenture Deed. Notice of appointment must be 
given to the Registrar of Companies in seven days (section 191, N.SW 
Companies Act). This is usually done by the solicitors for the debenture 
holders, who will make available to the receiver a copy of his appointment 

EFFECT OF APPOINTMENT 

The effect of the appointment of a receiver or receiver and manager is 
that he is entitled to receive the proceeds of the assets over which he is 
appointed to the exclusion of other parties, and if receiver and manager 
entirely supersedes the existing management of the company. As the whok 


of the assets are in his hands, the company has no funds available to dis. 
charge any of its past unsecured trade debts. 

He must satisfactorily account for the moneys received and apply them ir 
terms of the Debenture Deed unless he varies such terms by arrangement 
with the debenture holder and the company. In some instances it is prac 
ticable to make pro rata payments to unsecured creditors with the consent \ 
the debenture holder, particularly where the company trades successfull 
during the period of receivership. 

The only priority ranking before the debenture holder is in respect 
wages and salaries as set out in section 173 of the N.S.W. Companies Ac 
and this only operates if the charge were created after Ist January, 1937 
This priority has little practical significance as it would be difficult to cor- 
tinue the company’s business and protect its goodwill unless current wage 
and salaries were paid. 


PowWERS AND Duties oF RECEIVERS AND RECEIVERS AND MANAGERS 

The powers of a receiver or receiver and manager are set out 
Debenture Deed. He has no power to realise the assets unless specificall 
stated therein. In my experience the required power is invariably contai 
in the deed. 

It should be carefully noted that the receiver and manager is invariabh 
appointed agent for the company in the Debenture Deed “a the compan 
therefore, must accept responsibility for the conduct of the business by the 
receiver and manager. Should the company proceed to liquidation after a 
receiver and manager is appointed his power to carry on as agent for th 
company ceases. He should then obtain an express direction from th 
debenture holder to carry on and, if necessary, obtain an indemnity from the 
debenture holder. If his liabilities are in reasonable relation to the asseti 
under his control, he would probably be prepared to carry on with the conser! 
of the liquidator provided the debenture holder had no objection to this 
course. 

If a receiver or receiver and manager sells the whole of the assets an 
undertaking of the company either before or after liquidation, he should b 
careful to take every necessary step to ensure that the best price is obtaine 
therefor and the widest possible competition invited, as a sale at a low figur 
may prejudice the interests of those entitled to receive the residue after the 
debenture holder is paid out. Offer for sale by public tender or submissio 
at auction is advisable as an initial step. 

The duties of a receiver and manager might be summarised as follows: 

(1) Notify the company of his appointment and attend personally to tak 

possession. 
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(2) Terminate existing arrangements with employees and re-engage any 
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employees required by him and fix their remuneration. 

Ensure that all assets are adequately insured and arrange to have 
policies endorsed as necessary. New Workers’ Compensation, Public 
Risk and Fidelity Guarantee insurances should be taken out in the 
name of the receiver. 

\rrange for the carrying on of the business of the company and the 
protection of its goodwill. 

pen fresh bank account to be operated on by the receiver. 

Arrange for schedules of assets to be prepared, obtaining independent 
valuations if considered necessary. 

Advise Taxation Departments of his appointment and comply with 
any requirements of other Acts such as Workers’ Compensation Acts, 
Factories Acts, and Local Government Acts. 

Obtain proper receipts for payments made and arrange for the 
preparation of Receiver’s Abstract of Receipts and Payments under 
section 339 of the N.S.W. Companies Act. 

keep proper records of all transactions of the company during his 
receivership. 

Arrange that the words ‘Receiver appointed” appear on every invoice 
or letter of the company on which the name of the company appears 
in terms of section 337 (1) of the Companies Act. The name of the 
receiver need not be given. 

Deal with the property of the company in a reasonable manner. He 
should treat each transaction with the same care and diligence as he 
would if the business were his own. 

Supply the liquidator with proper accounts of receipts and payments 
and pay any balance properly due to him as provided in section 
340 (1) (b) of the N.S.W. Companies Act. 

Get in all assets not required in the conduct of the business with all 
possible expedition. Receiver may sue for debts in company’s name 
with or without its permission. 

Distribute moneys in terms of the Debenture Deed. 


Tne GENERAL LIABILITIES OF A RECEIVER OR RECEIVER 
AND MANAGER 


These may be described as follows: 


To act in accordance with the deed under which he is appointed. 
To discharge his duties in-a bona fide manner and avoid delegation 
where possible. 

Avoid transactions of an unduly speculative nature. 

File returns as required by the Companies Act, Taxation Acts and 
other legislation. 

In New South Wales a receiver is liable for debts incurred by him 
during the course of receivership, notwithstanding any agreement to 
the contrary but without prejudice to his rights against the company 
as provided in Section 337 (3) of the Companies Act. 

To have due regard to the provisions of taxation and other legislation 
imposing statutory obligations on him and, in particular, to Section 
254 of the Income Tax Assessment Act, 1942-1944. 


OBLIGATIONS UNDER INCOME TAx ASSESSSMENT Act, 1942-1944 


A receiver or receiver and manager’s obligations under the Income Tax 
OWS! Assessment Act, 1942-1944, are briefly as follows: 
to take (1) To notify the Commissioner of his appointment within 14 days (Sec- 


tion 215). 
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(2) Render returns in the same manner as a taxpayer in respect of the 

period of receivership (Section 254). 
(3) Retain sufficient funds to provide for any taxes incurred during 
period of receivership (Section 254). 

Section 254 of the Income Tax Assessment Act makes a receiver per- 
sonally liable to the extent of any amount he has retained or should have 
retained from the assets and is, therefore, of considerable importance so far 
as a receiver is concerned. 

ACCOUNTS 

The statutory requirements in relation to accounts are set out in the 
Companies Act as follows: 

Section 339 (1)— 

“Every receiver or manager’ of the property of a company who has been 
appointed under the powers contained in any instrument shall, within one 
month, or such longer period as the Registrar-General allows after the 
expiration of the period of six months from the date of his appointment and 
of every subsequent period of six months, and within one month after he 
ceases to act as receiver or manager, file with the Registrar-General for 
registration an abstract in the prescribed form showing his receipts and his 
payments during that period of six months, or, where he ceases so to act, 
during the period from the end of the period to which the last preceding 
abstract related up to the date of his so ceasing, and the aggregate amount 
of his receipts and his payments during all preceding periods since his appoint- 
ment.” 


And Section 340 (1) (b)— 

“If any receiver or manager of the property of a company who has been 
appointed under the powers contained in any instrument, has, after being 
required at any time by the liquidator of the company so to do, failed to 
render proper accounts of his receipts and payments and to pay over to the 
liquidator the amount properly payable to him; the court may, on an appll- 
cation made for the purpose, make an order directing the receiver or manager, 
as the case may be, to make good the default within such time as is specified 
in the order.” 

It should be noted that the Registrar-General in New South Wales requires 
the total receipts and payments to be carried forward throughout the receiver- 
ship. This is indicated in the last part of Section 339 (1). 

Before handing over any balance to the Jiquidator the receiver should have 
regard to any request he may have received from the Taxation authorities to 
provide for outstanding taxes. 

The foregoing requirements are not sufficient for practical purposes. It 
is obviously advisable to maintain a continuity of records for comparative 
purposes and in order to gauge the trading progress of the company under 
the receivership. 

There are three practical ways of preparing receiver’s accounts: 

(1) Ignore liabilities at date of appointment unless ranking prior to the 
debenture holder, value assets and set up a Receiver’s Capital Account 
as in the case of a sole trader. The assets of which the receiver takes 
possession are those for which he has to account ultimately. 

Prepare a Receiver’s Statement of Affairs as at date of appointment 
based upon independent valuations. obtained by receiver and maintain 
the continuity of trading results only; and 

3y arrangement with the directors of the company incorporate the 
receiver's valuations in the company’s books and so maintain complete 
continuity. 
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The third method is preferable as it facilitates preparation of Income Tax 
returns and avoids maintaining reconciliations between the company’s figures 
and those issued by the receiver from time to time. If the directors are not 
prepared to adopt the third method, the receiver must fall back on the 
second. The first method is not recommended as it is more applicable to the 
accounts of a receiver than receiver and manager and, as explained earlier, 
it is almost invariably a receiver and manager appointed under debentures 
secured over a company’s assets. 

It seems clear that a receiver and manager, in his own interests, should 
maintain adequate records. The receivership must terminate eventually and 
he should be in a position to render a full account of his stewardship. 
Furthermore, he will report progress to the debenture holder from time 
to time, and to do so will submit accounts together with his recommendation 
as to whether trading should be continued or the assets realised. 


AUDIT 
Under Section 339 (3) of the N.S.W. Companies Act the Registrar- 
General may cause receivers’ accounts to be audited. In practice, a receiver 
usually arranges for a cash audit to be carried out. 


TERMINATION OF RECEIVERSHIP 

A receivership may be terminated in any of the following manners: 

(1) By realisation of the assets and handing over any balance to the 
company or its liquidator. 
By payment out of the debenture holder through introduction of 
fresh share or loan capital or accumulation of profits earned through- 
out the receivership; or 
Withdrawal of receiver by arrangement between the company and 
the debenture holder. 


The liquidator of a company should only continue the business for the 
purpose of a more beneficial winding-up, and profits alone are not considered 
a justification for such carrying-on. There is no such restriction on the 
conduct of a business by a receiver and manager. The text books state that 
the appointment of receiver usually results in the liquidation of a company 
as he is unable to pay past debts. This, in my opinion, applies to a receiver 
rather than a receiver and manager, as a receiver has no power to continue 
the business. 

If the receiver and manager carries on the business of the company, it is 
preferable to avoid liquidation, as he is no longer the agent of the company 
when it proceeds to liquidation. From the unsecured creditors’ point of 
view, provided the Statute of Limitations does not operate to their disadvan- 
tage, there is often little to be gained from liquidation, as the liquidator will 
not obtain possession of the assets until the claim of the debenture holder 
is discharged. In these circumstances it is sometimes practicable and advis- 
able to make a creditors’ arrangement to run concurrently with the receiver- 
ship. No payments can be made, however, to unsecured creditors, except 
with the consent of the debenture holder. 

The second and third method of terminating the receivership gives rise 
to a practical difficulty in connection with the liabilities incurred by the 
receiver and manager during the conduct of the receivership. In this 
connection Section 337 (3) of the New South Wales Companies Act is 
quoted : 

“Any receiver or other authorised person entering into possession after 
the commencement of this Act of any assets of a company for the purpose 
ot enforcing any charge whether created before or after the commencement 
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of this Act shall, notwithstanding any agreement to the contrary, but 
without prejudice to his rights against the company or any other person, 
be liable for debts incurred by him in the course of the receivership or 
possession for services rendered, goods purchased or property hired, leased, 
used or occupied. This sub-section shall not be so construed as to constitute 
the person entitled to the charge a mortgagee in possession.” 

From the foregoing it will be appreciated that the receiver is personally 
liable for debts incurred for goods supplied and services rendered but has 
recourse to the assets of the company secured to the debenture holder. [i 
the receivership is terminated the assets may go out of the receiver's control 
and consequently he is entitled to obtain satisfactory indemnities irom the 
company and the debenture holder, failing which he would have to rely 
upon his equitable lien on the assets of the company, of which he must give 
notice to a subsequent encumbrancer. 

Section 337 (3) should be read literally. The receiver's liability is 
confined to debts incurred for goods supplied to him or services rendered 
to him and the other items specifically referred to. ‘The section is apparently 
inserted for the protection of creditors dealing with the receiver, who should 
protect himself by avoiding the building up of a volume of liabilities out of 
proportion to his available liquid assets. ‘he liability for goods supplied 
extends to unexecuted orders issued by the receiver, and the words “not- 
withstanding any agreement to the contrary’ prevent him obtaining a 
release from the orders issued other than by cancellation accepted by the 
proposed supplier. 

The receiver’s personal liability under Section 254 of the Income Tax 
Assessment Act should also be covered by indemnities if the receivership 
is terminated unless the Commissioner relieves him of his obligations and 
is satisfied to look to the company. This liability does not arise under the 
N.S.W. Companies Act and is not, therefore, affected by the words “notwith- 
standing any agreement to the contrary” appearing in Section 337 (3) of 
the N.S.W. Companies Act. 

The practical position is that the receivership is not terminated until 
company’s financial position is sound. If this is the case receiver's liabilities 
can be defined and will automatically be discharged soon after the receiver- 
ship terminates and the company’s indemnity may be regarded by the receiver 
as adequate. It is clear, however, that the debenture holder should not 
withdraw the receiver without regard to the position of liabilities incurred 
by him for which he is personally responsible. 


the 


NATIONAL SECURITY REGULATIONS 


I have made no attempt to deal with the effect of National Security 
Regulations on receivers herein, as I do not think questions would be asked 
thereon in your examinations. Obviously any such regulations affecting 
the company would require to be observed by the receiver or receiver and 
manager. Price fixing control, machine tools and gauges regulations, man- 
power provisions, etc., would come under this heading. 


Notice oF CEASING TO AcT 
The final act of the receiver is to file notice of ceasing to act under 
Section 191 of the N.S.W. Companies Act in the prescribed form. The final 
abstract of receipts and payments is usually lodged simultaneously. 





MAY 


but 
rson, 
Dp or 
ased, 
itute 


nally 
has 
li 
trol 
the 
rely 
give 
y Is 
ered 
tly 
ould 
it of 
plied 
‘not- 


rity 
sked 
ting 

and 
nan- 


ander 
final 


THE AUSTRALIAN ACCOUNTANT 


Taxation Section 
Edited by J. A. L. GuNN, F.1.c.A 


MEANING OF RESIDENT. 
The following are two recently published decisions of the Board 
of Review on the above subject. 

(1) The taxpayer was the master of a vessel which traded between Aus- 
tralia and a foreign country. He was assessed on the whole of his salary, 
including that portion earned outside Australia, on the ground that he was 
a resident of Australia. The taxpayer claimed that he was a non-resident, 
and that that part of his salary earned outside Australia was accordingly 
exempt. 

The taxpayer was in Australia (including Australian waters) for about 
four months during the year under review, and maintained his wife, who 
(with the exception of two months spent in New Zealand) was in Australia 
for the whole of that year. //eld: Claim disallowed (10 C.T.B.R. Cas. 102). 

In the above case the Board held not only that the taxpayer was in fact 
‘a person ... who resides in Australia,” but that he also fell within sub- 
paragraph (1) of paragraph (a) of the definition of “resident” (s. 6) in 
that his domicile was in Australia, and, if he had a permanent place of abode, 
he Board was not satished that it was outside Australia. 

(2) The taxpayer claimed that she was not a resident of Australia, and 
that, therefore, her ex-Australian income derived during the year ended 
June 30, 1940, was exempt from Commonwealth income tax. She was 
born in New Zealand and married there in 1906. Her husband, who was 
born in Australia, became a member of the staff of a bank in Australia. 
He was transferred to New Zealand in 1906; he married there in that year, 
and stayed there until 1931. He returned to Australia in 1931, and remained 
in the service of the bank until his death in 1938. At that time the tax- 
payer's only child was studying medicine in Australia. The taxpayer went 
to New Zealand in February, 1939, and returned to Australia in March, 
1940, with, as was found by the Board, the intention of remaining in Aus- 
tralia so as to be with her son. //eld: That the taxpayer was a resident of 
Australia because her domicile was in Australia and she had no permanent 
place of abode outside Australia during the vear of income. Claim dis- 
allowed (10 C.T.B.R. Cas. 103). 

“There can be no doubt that since March, 1940, taxpayer has been a 
resident of Australia in the sense in which the word ‘resident’ is ordinarily 
used. The word is, however, given an extended meaning under the relevant 
definition in s. 6. For the purposes of the Act, a person who does not 
reside in Australia but has an Australian domicile is a ‘resident of Australia’ 
unless the Commissioner (or the Board) is satisfied that his permanent place 
of abode is outside Australia. A woman acquires the domicile of her hus- 
band on marriage, and during the existence of the marriage the domicile of 
the wife follows that of the husband. Upon her husband’s death, her power 
to acquire a domicile for herself revives, and she is free again to exercise 
her own choice, but until she exercises this power her domicile remains that 
of the husband—see Halsbury’s Laws of England (2nd Ed.), Vol. 6, para. 
255. Applying those principles to the present case, we find that at the 
death of her husband, taxpayer had an Australian domicile, and that 
although free to acquire another domicile she has not done so. Her domicile, 
therefore, has remained Australian, and as she had no permanent place 
of abode outside Australia during the vear under review, she must be 
considered a ‘resident of Australia’ within the meaning of sub-paragraph 
(i) of paragraph (a) of the definition quoted. The fact that she actually 
resided in New Zealand for the greater part of that year is, therefore, 
immaterial.” 
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“Tax FREE” SALARIES AND ANNUITIES 

The Commonwealth Commissioner of Taxation, by public announcement 
on April 16, 1945, called attention to the fact that in the past some employers 
have made contracts with certain employees to pay them a fixed salary free of 
income tax. Also, as the result of settlements, or provisions in the wills of 
deceased persons, annuities sometimes consist of definite payments cleclared 
to be paid “free of tax.” The law in regard to such provisions is that the 
payment of the tax concerned by the employer, or the payment of the tax out 
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of the trust funds, constitutes further remuneration to the employee or an 
addition to the annuity, and that these in turn are subject to tax in the 
recipient’s hands. 

These additions in themselves increase the tax, and thus cause further 


additions to the income. The result of any such contract or trust is an ever- 
increasing amount of tax—a “snowball” effect. The Department was 
approached some years ago to alleviate this result. 

A method was thereupon adopted which, in the light of conditions then 
existing, and the low rates of tax in force, was thought to be reasonable and 
equitable. It had the effect of eliminating the “snowballing” described. The 
arrangement was that the Department would add to the employee's salary 
or the annuitant’s annuity, only the payment of tax upon the actual salary or 
annuity, and would assess tax on this gross amount. The further amount of 
tax payable, due to the addition of the tax to the salary or annuity, was not 
treated as income of the recipient. 

Conditions existing to-day are entirely different to those existing at the 
time this arrangement was made, and it has been necessary to reconsider the 
whole matter. There has lately been revealed a tendency to take advantage 
of the arrangement for the purpose of avoiding the full effect of the 
necessarily heavy war-time taxation. 

Some weeks ago a number of advertisements were noticed in the press of 
one of the capital cities, whereby employers undertook to pay the incon ne tax 
on the wages to be paid in respect of the positions advertised as vacant. The 
Department found it necessary to state publicly that employers entering int 
any such arrangement must make the tax instalment deduction applicable to 
such gross amount as would leave the emplovee with the advertised wage, 
and the employee would have to include as income in his return the annual 
equivalent of such gross amount, e.g., if the weekly wage to be paid free of 
tax was £4 the employer must deduct the tax applicable to a wage of £4/11/6, 
viz. 11/6, and the employee must return—if so emploved for the full year— 
the annual equivalent of a weekly wage of £4/11/6. 

There can be no difference in principle, of course, between the employee 
on £4/11/6 per week and the employee on £40 per week. Under present 
conditions the arrangement does open the way for the avoidance of large 
amounts of tax, and it enables persons to obtain much larger amounts of 
“tax free” remuneration than would otherwise be possible. 

Under the previous Departmental ruling an employer could pay to an 
employee a salary of £5,000 per annum free of tax at a total cost of £11,7%, 
of which the Revenue would receive £6,796. If, however, the employer had t 
pay this employee such an amount as would, at the present time, leave the 
employee with £5,000 after he had paid tax upon his remuneration, it would 
cost the employer over £52,000, from which the Revenue would receive 
approximately £47,000. 

It has therefore been decided that the arrangement previously made cannot 
be continued. , 

The effect of this decision upon existing contracts and trusts to which the 
arrangement concerned has been applied in the past may well be one of grave 
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concern to the parties. In order, therefore, to give the parties time to consider 
their respective positions, and, if they think it necessary, to approach the 
courts for authority to vary such contracts or trusts, it has been decided to 
continue the existing arrangement in regard to existing contracts and trusts 
yntil 30th June, 1945. Any payments made on such contracts or trusts after 
that date will be subjected to the full incidence of tax. 


Comments 

The writer has prepared the following comments on the Commissioner's 
announcement : 

(1) 4 contract to pay a tax-free salary is binding between the parties: 

Section 260 of the present Commonwealth Income Tax Assessment Act 
provides as follows: 

“Every contract, agreement, or arrangement made or entered into, orally 
or in W riting, whether before or after the commencement of this Act, shall 
so iar as it has or purports to have the purpose or effect of in any way, 
directly or indirectly— 

(a) altering the incidence of any income tax; 

(b) relieving any person from liability to pay any income tax or make 

any return; 

(c) defeating, evading, or avoiding any duty or liability imposed on any 

person by this Act; or 

(d) preventing the operation of this Act in any respect, 
be absolutely void, as against the Commissioner, or in regard to any pro- 
ceeding under this Act, but without prejudice to such validity as it may have 
in any other respect or for any other purpose.” 

The words “as against the Commissioner, or in regard to any proceeding 
under this Act” did not appear in s. 93 of the previous Commonwealth Act. 
The absence of this limitation in the previous Act made the section operate 
in @ manner which was not intended. In De Romero v. Read (1932), 48 
C.L.R. 649; 2 A.T.D. 229, a testator had covenanted in a deed of separation 
to pay his wife the clear annual sum of £10,000 free from all State income 
tax, and to refund to her any such tax which she might pay in respect of 
such annuity. An action brought by her against his executors to recover an 
amount of tax paid by her was dismissed on the ground that the covenant 
was one to alter the incidence of the tax, and was therefore void. Under 
s. 200 of the present Act, contracts between parties for one or the other to 
carry the tax are void only so far as the taxation authorities are concerned. 


) 


(2) Tax paid by an employer on behalf of the employee is assessable income 
of the employee. 

li an employer pays an employee’s salary “free of income tax,” discharging 
the tax himself, the amount of the tax must*be added to what the employee 
has received in order to ascertain the true amount of his assessable income 
(Vorth British Railway Co. v. Scott |1923] A.C. 37; 8 Tax Cas. 332) even 
though the employer is not compelled by any contract to make the payments 
lree of income tax. 

\ shipping company, by whom appellant was employed as accountant, paid 
him a salary of £500 a year, and in addition paid the income tax in respect 
oi such salary. It had entered into no agreement to do so, nor was it paid at 
his request. Held, that the payment was part of his profits and emoluments 
as an officer of the company, and was taxable (Hartland v. Diggines (1924-6) 
10 Tax Cas. 247). 

The position is the same with regard to a tax-free annuity. The appellant 
received under the will of her late husband a certain income and in addition 
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an annuity of such an amount as in each year would reimburse to her al] 
English super-tax payable by her. She was assessed to super-tax for the 
year 1913-14 and the trustees under the will paid the tax. An additional 
assessment to super-tax for the year 1914-15 in respect of the super-tax thus 
paid by the trustees on behalf of the appellant and of the income tax applicable 
thereto was made upon the appellant. Held, that the additional ,assessment 
had been correctly made (Meeking v. I1.R. Comrs. (1920), 7 Tax Cas. 603; 


/ 
and see Lord Michelham’s Trustees v. 1.R. Comrs. (1930), 15 Tax Cas. 737) 


(3) “Snow-ball” effect of tax-free salary or annuity. 

As pointed out by the Commissioner, the result of any contract of employ- 
ment or trust which provides for a tax-free salary or annuity is an ever- 
increasing amount of tax—a “snow-ball” effect. This ‘“snow-ball’’ effect is 
illustrated in the following example, where it is assumed that the taxpayer j 
entitled to a tax-free salary of £5,000 for a period of five years 

First year: 

ee ee ee ee ae 
Second year: 

Salary 

Tax on first year’s . salary 


Third year: 

Salar y : sie eater gh 

Tax on sound | year’s ; oaks ary, £8,530 nx ae 6,796 
Fourth year: 

Salary ieeciat oh sn Ghaiemtala’. clatter ad £5,000 


Tax on third year’s salary, £11,796 as ae 9.817 


Fifth year: 
Salary Metts Sealers, las. 08 £5,000 
Tax on fourth 3 year’s ‘salary, £14,817 Se 12,611 
17,611 


£57,754 
The story by no means ends here. Although the contract of employment 
expired at the end of the fifth year, an assessment will be issued in the sixth 
year in respect of salary and tax paid during the fifth year. On a strict 
interpretation of the law, the following is the position for the next succeeding 
five vears: 
Sixth year: 
Salary .. .. oe ee Nil 
Tax on fifth year's salary, £17,611 io «s Sea 
—— £15,196 
Seventh year: ‘ 
Tax on tax paid during sixth year, £15,196 .. .. .. 12,962 
Eighth year: 
Tax on tax paid during seventh year, £12,962 .. .. 10,895 
Ninth year: 
Tax on tax paid during eighth year, £10,895 .. .. 8,983 
Tenth year: 
Tax on tax paid during ninth year, £8,983 
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This state of affairs will continue until the “taxable income” descends to 
£104, or whatever the exempt amount might then be 

The truth emerges that a tax-free salary or annuity finds no place in 
scheme of income taxation where individual rates reach 18/6 in the £ 
(4) Tax instalment deductions in relation to tax-free salary. 

The example in the previous paragraph ignores the provisions of the Act 
relating to tax instalment deductions from salary or wages. Strictly, as the 


salary of £5,000 is paid, appropriate deductions should be made therefrom. 


The amount of these deductions should then be refunded to the emplovee. 


this refund calls for further tax instalment deductions and further 
refunds, and so on. 


5) .dttempt to stop the “snow-ball” effect of tax on tax. 


In a valiant effort to stop the “‘snow-ball” effect of tax on tax the Com- 
missioner, a few years ago, adopted an arrangement whereby only the payment 
f tax upon the actual salary or annuity was added to such salary or annuity, 
and tax was assessed on that gross amount. The further amount of tax 


ble. due to the addition of the tax to the salary or annuity, was not 
| as income of the recipient, and it is understood that a corresponding 
int was disallowed as a deduction to the employer or trustee. 

Example (using the figures set out in paragraph (3) ): 

Salary ce ay 

Tax on £5,000 .. 


\ssessable income of employee and allowable deduction 
to employer 


The increase in tax, being the difference between £6,796 and £3,530, that 
1S, £3,206, Was not treated as assessable income of the employee and, 
sumably, was not allowed as a deduction to the employer. 

(6) Attempted solution frustrated by increased war-time taxation. 

In his public announcement, the Commissioner stated that there has 

1a tendency to take advantage of the arrangement explained in par: 
(9) above for the purpose of avoiding the full effect of the current 
taxation. 

As an illustration, he cited the case of a tax-free salary of £5,000, 
stated that the cost under the arrangement explained in paragraph (5) wou 
receive £6,796. The Commissioner went on to say: “If, howeve1 
employer had to pay this employee such an amount as would, at the present 
time, leave the employee with £5,000 after he had paid tax upon his remunera 
tion, it would cost the employer over £52,000, from which the Revenue 
would receive approximately £47,000,”  viz.: 

Income from personal exertion... .. .. .. ........ £52,000 
Tax on £52,000 = £47,005, say .. .. .. .. .. .. «. -- 47,000 


Residue in hands of employee .. .. .. .. .. .. .. .. £5,000 
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With respect, the above example does not present a complete picture, 
because, in many instances, the whole of the £52,000 would be an allowable 
deduction to the employer, or, in the case of an annuity, to the trustee. It 
may be that the employer’s rate is approximately equal to that of the employee, 
in which case there is no loss to the Revenue. There are, however, a number 
of instances where the payer of the amount will not receive a corresponding 
benefit :— 

(a) Section 109 operates, in the case of private companies, to deny a 

deduction of any amount paid to a shareholder or a director, or a 
relative of a shareholder or director, in excess of an amount which, 
in the opinion of the Commissioner, is reasonable. In a great majority 
of cases, a considerable portion of the sum of £52,000 would 
disallowed as a deduction to a private company, and treated as a 
dividend in the hands of the employee. 
A salary of £52,000 might well, in the case of many public companies 
and individual employers, turn a taxable income into an annual loss, 
which, owing to the time limit imposed by s. 80, could not be 
recouped out of assessable income derived in subsequent years. 

(c) In the case of an annuity, the income of the trust might be insufficient 
to meet such a large sum, in which case the balance would have to be 
paid out of capital. Notwithstanding that an annuity is paid wholly 
or i1) part out of capital, it has been held by the courts, both in England 
and Australia, to be assessable income of the annuitant. 

(7) Validity of proposed new arrangement. 

At the conclusion of his public announcement the Commissioner stated: 

‘The effect of this decision upon existing contracts and trusts to which 
the arrangement concerned has been applied in the past may well be one of 
grave concern to the parties. In order, therefore, to give the parties time to 
consider their respective positions, and, if they think it necessary, to approach 
the courts for authority to vary such contracts or trusts, it has been decided 
to continue the existing arrangement in regard to existing contracts and 
trusts until 30th June, 1945. Any payments made on such contracts or trusts 
after that date will be subjected to the full incidence of tax.” 

In the writer’s opinion, it is doubtful whether the Commissioner can validly 
claim that a tax-free salary of £5,000 represents an assessable income ot 
approximately £52,000. A tax-free salary means, in effect, that the employee 
receives a stated sum, and that the employer engages to pay, either directly 
or by way of recoupment, the tax on the salary when it is assessed. It is con- 
sidered that the employee does not derive the income represented by the tax 
until the tax is paid by his employer, that is, in the following income year. It 
is submitted that the position is the same in relation to a tax-free annuity. At 
no time can it be said that the employee or annuitant has derived the sum 
of £52,000 during an income year. However, even if this opinion be correct, 
it is of little or no consolation to the employer or trustee, because, in that 
event, he is thrown back on the almost impossible situation set forth in 
paragraph (3). 

The only solution appears to be to enter into a fresh arrangement, either 
by mutual consent or by application to the Court or to the Contracts Adjust- 
ment Board, whereby a recipient will receive an equitable amount and be 
liable to income tax thereon. Another possible remedy is to amend s. 20 
so as to make all tax-free salaries and annuities void, not only as against the 
Commissioner but as between the parties, i.e., as the law stood prior to the 
passage of the 1936 Act, vide paragraph (1). 
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Tax oN CoMMONWEALTH LOAN INTEREST 

The March, 1945, issue of The Australian Accountant, pp. 96-99, contains 
a report of the recent decision of the Board of Review concerning the method 
of assessment where a taxpayer has derived Commonwealth Loan interest 
subject to the concession provided by the Commonwealth Debt Conversion 
Act, and where that taxpayer is entitled to concessional rebates. Under the 
method adopted by the Board, a little less tax is payable than under the 
method adopted by the Commissioner. 

When taxpayers requested the issue of amended assessments so as to 
obtain a refund of the tax over-assessed in previous years, they were met by 
the claim that, as a point of law was involved, the Commissioner was power- 
less to amend past assessments. 

There followed a Press agitation that the Act should be amended so as to 
allow the Commissioner to amend assessments where questions of law are 
involved. 

For the undermentioned reasons, I am in complete disagreement with such 
an amendment : 

Prior to the 1936 Act, the Commonwealth law provided that an assessment 
could be amended either on the ground of a mistake of fact or a mistake of 
law. The circumstances which brought about the change in the law made by 
the 1936 Act were these: 

Under an old Income Tax Order (No. 1111), the then Commissioner 
stated that a private company was entitled to award the whole of the profits 
of the company to its shareholders by way of remuneration, with the result 
that the profits of the private company were, in effect, taxed in the names of 
the shareholders at personal exertion rates instead of property rates. The 
practice of appropriating a private company’s profits as directors’ remunera- 
tion was widely followed. This practice, however, was disapproved by the 
Privy Council in 1932 in the New Zealand Aspro case. The Commonwealth 
Commissioner thereupon, in effect, revoked his order, and, in the Sennitt 
case, the High Court upheld the Commissioner’s decision. Having won his 
case, the Commissioner, being then empowered to issue amended assessments 
to correct mistakes of law, issued amended assessments in 1932 and 1933 
against a large number of private companies. These amended assessments 
were received by these private companies at the depth of the depression, and, 
in many cases, undoubtedly caused hardship. 

About this time, the Royal Commission on Taxation was taking evidence 
from taxpayers, and there was an almost universal clamour that the law 
should be amended preventing the Commissioner from issuing an amended 
assessment on a question of law. The Royal Commission listened to these 
representations with great sympathy, and recommended that the law be 
amended to preclude the issue of amended assessments except on the ground 
of a mistake of fact or an error in calculation. The following is an extract 
from the Royal Commission’s report : 

“In this connection we think it right to refer to the strong expression of 
public feeling evoked by the action of the Commonwealth Commissioner in 
reopening the assessments for some years past of companies affected by the 
decision in the Sennitt case to which we have already referred. It seems to 
us, without impugnipg the right. and perhaps the duty, of the Commissioner 
to make these retrospective assessments, that there was strong justification 
tor the condemnation of the principle involved in them. When a taxpayer 
has fully and openly disclosed the facts relating to his income: when upon 
those facts an assessment has been made, based upon a well-known and 
officially declared practice in accordance with the current understanding of 
the law; when he has accepted that assessment and paid the amount due 
D 
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under it ; he does seem to be morally entitled to consider the transaction closed, 
even though a subsequent judicial decision shows that a mistaken principle 
of law has been applied to his case. Had the mistake resulted in his paying 
more in tax than the amount for which under the law he was actually liable, 
the transaction would have been closed. In the absence of an objection by 
him within the specified number of days after receiving his assessment, he 
would have no legal right to have it reopened and amended.” 

The amendment, of course, cuts both ways, but, generally speaking, | 
think it has operated very much in the taxpayers’ favour, and I believe it 
would be a retrograde step to restore the law which existed prior to 1936 

Mr. Chifley, the Commonwealth Treasurer, has solved the problem by 
agreeing to grant remission of tax, by way of Treasury grant, retrospectively 
to any taxpayers who can demonstate that they would receive any benefit 
under the decision of the Board of Review. 

The Treasurer’s announcement reads as follows: 

“The Treasurer stated that he had made enquiry into complaints that the 
Commissioner of Taxation had refused to amend assessments retrospectively 
to give general effect to the majority decision of the Income Tax Board of 
Review regarding the manner in which the partial freedom from tax provided 
in the Commonwealth Debt Conversion Act, 1931, had been ascertained. 

“Mr. Chifley stated that the Commissioner had pointed out that the 
language of the Commonwealth Debt Conversion Act, 1931, was not strictly 
suitable nor applicable to assessments made under the revised wording of 
the uniform taxation law of to-day. If the substitution in 1942 of a system 
of concessional rebates of tax in lieu of the concessional deductions pre 
viously allowed in arriving at the taxable income had been foreseen. the 
relevant sections of the 1931 Debt Conversion Act would, no doubt. have 
been more clearly expressed. 

“It was illogical, to say the least, for interested parties to charge the 
Treasurer or the Commissioner with repudiation on a doubtful interpretation 
of obscure taxation law, which, unquestionably, any body of competent 
jurisdiction would have great difficulty in resolving. In fact, the Board of 
Review decision which gave rise to the present controversy reflected the 
views of two members of the Board only. The Chairman of the Board 
dissented from the decision and affirmed the method adopted by the Com- 
missioner in ascertaining the partial freedom from tax in the assessment 
under review. 

“Tt was the fundamental differences between the Income Tax Assessment 
Acts of 1922-1930 and 1936-1944 which made the complexity in comparing 
the tax pavable from 1930/1931 with the present tax, and made the discussion 
of what the real measure of freedom from tax should be under the wording 
of the 1931 Debt Conversion Act a controversial one. In 1930/1931 there 
was a statutory exemption of £200 in the case of property income. There is 
no statutory exemption now. In 1930/1931 there was no concessional 
deduction for spouse. There is a concessional rebate for spouse to-day. cal- 
culated on an amount of £100. In 1930/1931 there was a concessional 
deduction of £50 for each child. To-dav there is a concessional rebate 
calculated on £75 for the first child and £30 for the second and subsequent 
children. In 1930/1931 deductions for medical payments and superannuation 
pavments were conditioned on a limit of income of £900 and £800 respectively. 
The concessional rehates to-day for these items are irrespective of anv income 
limits. Moreover, one of the factors which might equitably he taken into 
consideration to-day in comparing the incidence of taxation in 1930/1931 
with the present taxation is the introduction of the Commonwealth scheme 
for child endowment, which did not exist in 1930/1931. 
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“When the uniform tax embodying a system of concessional rebates of tax 

in lieu of concessional deductions was implemented in 1942, it became 
necessary to decide what was the tax actually payable under the new method 
of assessment. The Commissioner decided that it was the net amount 
remaining after deducting the concessional rebates. In turn, the Board of 
Review, by majority, decided it was the gross amount before deducting the 
concessional rebates. In effect, the Board decided that the method adopted 
by the Commissioner in ascertaining the partial freedom from tax on interest 
from loans issued prior to 1940 was wrong in principle. While certain people 
may be paying some tax to-day on Commonwealth Loan interest, whereas 
in their 1930/1931 assessment they would have paid none, the application of 
the decision of the majority of the Income Tax Board of Review has brought 
about the result that some who would have paid tax in 1930/1931 would be 
paying nothing to-day. 
- “The Commissioner accepted the majority decision of the Board of Review 
and refrained from exercising his right of appeal to the High Court on 
the point of interpretation involved. Notw‘thstanding the Commissioner's 
decision not to appeal, however, it was clear that the point at issue was a 
matter of legal interpretation. For this reason, he Commissioner was legally 
debarred from amending an assessment retrospectively unless the taxpayer 
had protected his rights by written objection and appeal within the prescribed 
period. In the absence of an objection, the Commissioner is only empowered 
io amend an assessment retrospectively to correct an error in calculation or 
amistake of fact, but not to correct an error of legal interpretation. 

“The Treasurer had decided to end the controversy by granting remission 
of tax retrospectively to any taxpayers who could receive any benefit under 
the interpretation adopted by the Income Tax Board of Review, and who 
applied to the Deputy Commissioner of Taxation concerned. The Treasurer 
would arrange with the Commissioner of Taxation to make the necessary 
calculations and charge the refunds of tax to a Treasury Vote. Such appli- 
cations should be made to the Deputy Commissioner concerned not later than 
3lst December next. 

“The amount of remission involved would be trifling unless both the 
concessional rebates and the amount of loan interest included in the assess- 
ment were relatively large in comparison with the taxable income. For 
instance, a taxpayer with a taxable income of £10,000 and entitled to a 
concessional rebate on £100 would only receive a remission of about 2d. in 
the £ on the amount of loan interest included in the taxable income.” 


PAYMENTS UNDER GUARANTEE 
The taxpayer company, an estate development company, agreed with a 
firm of builders that the firm should erect houses on freehold land owned by 
the company. Conveyances were to be made direct to the purchasers of the 
houses subject to chief rents reserved by the taxpayer company. The money 
paid by a purchaser represented the price of the house alone and the whole 
of such purchase price was to be paid to the builders. The chief rents payable 
to the taxpayer company were £5 a plot, representing a return to the company, 
at 20 years purchase, of £1,200 an acre. The firm of builders was financed 
by a firm of solicitors who required the taxpayer company to guarantee the 
building firm’s indebtedness to them and to execute a legal charge on its land 
by way of security. The taxpayer company was called upon to pay the 
solicitors a sum of money under the guarantee. Held that the sum so paid 
was not a disbursement or expense wholly and exclusively laid out or 
expended for the purposes of the company’s trade, as required by the English 
Act, and it was not, therefore, an allowable deduction (Homelands (Hand- 

jorth) Ltd. v. Margerison (1943), 25 Tax Cas. 414). 
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PAYMENT IN CONSIDERATION OF RESTRICTIVE COVENANT TO ARSTAIN 
FROM MANUFACTURING CERTAIN PropuctTs 

It has been held that compensation for loss incurred as the result of 
abstaining from the manufacture of chlorine and caustic soda was a trade 
receipt subject to income tax. 

The facts were that Company A (Magnesium Elektron Ltd.) required 
chlorine for the purpose of manufacturing magnesium, and intended to 
produce the chlorine by an electrolytic process which yielded caustic soda 
as a by-product. Company B (Imperial Chemical Industries) did not 
wish to have this competition in the caustic soda market, and negotiations 
took place as a result of which two agreements were entered into each 
dated the same day. [By the first agreement Company 1} agreed to supply 
Company A’s rquirements in chlorine up to a certain maximum at a basic 
price for 10 years. In the event of Company PB not choosing to supply 
any excess, Company A was entitled to purchase it elsewhere.  Iy the 
second document it was agreed that Company A should refrain fron 
manufacturing or being interested in the manufacture of chlorine or causti 
soda, and that so long as Company A observed this covenant, Company 
would pay quarterly a sum equivalent to £6/15/- in respect of each ton 
of caustic soda which would have been produced in that quarter if 
A had manufactured its own requirements. Upon default by Company B 
in any of its obligations, Company A was entitled to determine both 
agreements. 

The English Court of Appeal, in disallowing the appeal from the order 
of Macnaghten, J., considered that the transactions formed a composite 
whole whereby Company A secured for itself a firm contract for the 
supply of chlorine. Consequently the payments received bore the character 
of trade receipts and were rightly assessed to tax. 

(Thompson (H.M. Inspector of Taxes) v. Magnesium Elektron 
[1944] 1 All E. R. 126) 

Lump Sum PAYMENTS IN RESPECT OF RESTRICTIVE COVENANTS B) 
TRADING COMPANY OWNING PATENTED PROCESS 
Whether trading profits or realisation of capital assets 

The taxpayer company carried on at its own works the business of “tyre 
soling,”’ a process for renovating old tyres of which it owned the patent. Ii 
also entered into agreements with motor traders under which (i) the trader 
provided suitable premises in which the taxpayer company erected and 
operated plant to carry out the process, the trader paying a monthly 
rental for such plant; and (ii) the company agreed not to introduce another 
tyresoling plant, nor to canvass for orders within the trader’s prescribed 
territory, but it retained the right of tyrésoling tyres sent direct to its own 
works by persons within the said territory for their own use. In return for 
the rights conferred under (ii) the trader, on the signing of the agreement, 
made a lump sum payment to the taxpayer company based on the sizt 
capacity of the plant installed. Each agreement was initially for a period 
of five years, but was to continue thereafter indefinitely, subject to six 
months’ notice on either side. The agreement was, however, determinable 
at any time by either side on specified grounds and, if determined by the 
company in certain circumstances within the first five years, part of the 
lump sum was to be returned to the trader. All tyres processed in the 
trader’s premises were to be invoiced by the company to him at a discount 
off current list prices and were to be sold by him at prices fixed by the 
company. Held that the lump sum payments were receipts of a capital 
nature and were not assessable. J/argerison v. Tyresoles Ltd. (1942) 2 
Tax Cas. 59). 
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Exempt INCOME 
Incomes of Directors, etc., visiting Australia 

The taxpayer, a non-resident, was in Australia for a period of slightly 
less than six months. During that period he derived a salary as an 
employee of an Australian manufacturer. The taxpayer claimed that his 
salary was exempt under s. 23 (c) (vii) which provides for the exemption 
of income derived “as director’s fees or salary by a non-resident during a 
visit to Australia during which he acts as a director, manager or other 
administrative officer of a manufacturing, mercantile or mining business 
or of a business of primary production, if the visit of the non-resident to 
Australia does not exceed six months.” 

The taxpayer came to Australia to re-organize and manage the 
company’s factory on the understanding that if he was satisfied to remain 
in Australia his wife and children and his household effects would be 
transported to this country by his employers within six months; or if he 
did not remain in Australia the employers would pay his return passage 
to America. ‘The taxpayer was given full charge of a section of the 
factory, having control of some 320 of the 370 employees. He had the 
responsibility of controlling the whole of the production of the section, 
suggesting what could be manufactured and sold, producing the goods 
economically, and ensuring such a rate of production as would enable 
deliveries to be made to customers on desired dates. His responsibilities 
ended with the delivery of the goods at the warehouse. His decisions 
were never over-ruled and his advice was frequently sought by the directors. 
He was given the complete right of engaging and dismissing factory 
employees. Under his management, the factory was reorganized and the 
desired standard of efficiency was achieved. Taxpayer was the most 
highly-paid employee in the company’s factory and the rate of his salary 
was only exceeded by those of the managing director and the sales manager. 

Held: Claim allowed (10 C.T.B.R. Cas. 99), 

The Board of Review stated its decision in the following terms :— 

“The exemption of the salary in question depends upon the fulfilment of 
certain conditions, of which one is satisfied by an admission that taxpayer 
was at all time a ‘non-resident’ and another by the fact that the company’s 
business was a manufacturing business. The remaining conditions are: 





















“(a) that the salary was derived by taxpayer during a visit by him to 
Australia ; 

“(b) that during the visit the taxpayer acted as a manager or other 

administrative officer of the company; and 

“(c) that the visit did not exceed six months. 

“Actually, only two questions are involved because condition (c) is 
satisfied if taxpayer’s stay—of less than six months—was a visit. 

“The first question is whether in the circumstances of the case, the 
taxpayer’s stay in Australia was a ‘visit’ to Australia. 

“In s.23 (c) (vii) the word ‘visit’ is used in reference to the stay in 
Australia of the person concerned. ‘The meaning to be given to the word 
must, therefore, be one, which is relevant to the state or condition of 
staying in or at a place’ as distinguished from ‘the action of going to a 
place.’ In the Oxford English Dictionary the only definition of the word 
—the substantive—in the firstmentioned sense is ‘a short or temporary 
stay at a place.’ This, we think, is the sense in which the word is used in 
823 (c) (vii), and as the definition is an apt description of taxpayer's 
stay in Australia, it follows, in our opinion, that the salary in question 
was derived by taxpayer during a visit to Australia 
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“Our opinion is that the taxpayer’s stay in Australia was a visit. The 
contract shows that whether his stay was to be temporary or permanent 
would depend on circumstances and the possibility—perhaps the probability 
—of the occurrence of the circumstances which caused his stay to be 
temporary was contemplated from the outset. 

“The second question is whether taxpayer, during his visit, acted as a 
manager or other administrative officer of the company’s business. This 
question should, we think, also be answered in the affirmative. The condition 
is satisfied if taxpayer acted as one of the managers or administrative 
officers of the business. He was, in fact, the manager of a most important 
section of the business. We consider, also, that his duties pertained to the 
management and were executive and that, therefore, he was one of the 
administrative officers of the business (see definition of ‘administrative’— 
Oxford English Dictionary). 

“The main contention for the Commissioner is that it cannot be said 
that a person ‘acts as a manager or other administrative officer of a 
business,’ within the meaning of the section, unless he acts as a manager 
of the business as a whole. By this was meant that a non-resident concerned 
should have been either the general manager of the business or a person 
who shared the responsibilities of general management. This interpretation 
seems to restrict the natural meaning of the words of the enactment, and 
it is, therefore, one which, we think, should not be adopted.” 


ANNuITY Paip Out oF CAPITAL 


The trustees of a will were directed to hold the trust fund representing 
the testators’ residuary estate on trust to raise out of the capital of the 
fund and pay to each of his two daughters on every first day of January 


during the life of the testator’s widow so long as they were living, the clear 
sum of £250. The testator died in January, 1940, and in December, 1940, 
the trustees sold certain securities forming part of the trust fund in order 
to raise two sums of £250 which were paid to the testator’s daughters. 

Held that the fact that the money was paid out of capital was irrelevant 
and that the payments were assessable annuities. (/Jackson’s Trustees v 
I. R. Comrs. (1942) 25 Tax Cas. 13). 

PROFIT ON SALE OF ASSET BY COMPANY 
Whether Profit of Company's Trade or Capital Appreciation 

The taxpayer company was tormed in 1927 to acquire and develop a 
certain estate in Lancashire, England, part of which was sold and part 
developed. Estates in other parts of England were subsequently purchased 
and developed. In 1928 the company started to deal also in investments, to 
make loans and to participate in underwriting business, but these activities 
were unprofitable and ceased in 1931, existing investments being realised. 
All the company’s activities were included in one assessment under Case | 
of Schedule D of the English Act. In 1930, the company bought certain land 
and buildings, including brine baths, at Droitwich, and a little later 
acquired the whole of the issued and loan capital of an allied company 
owning land surrounding the baths. From 1930 to 1935 the company 
endeavoured to run the baths at a profit, effecting improvements and 
extensions to the property. In 1935 the company accepted a very favourable 
unsolicited offer for the purchase of the brine baths and the business 
carried on there. 

Held that the profit from the sale arose in the course of the company’s 
business and was therefore assessable (Hesketh Estates Ltd. v. Craddock 
(1942) 25 Tax Cas. 1). 

“A person may buy something for the purpose of keeping it with the 
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1945 
object of earning income or deriving other advantages from it; or, on the 
other hand, he may buy something to sell at a profit . . . In the former case 
the profit is not taxable as income; in the latter case it is,” per Latham, C. J., 
in Western Gold Mines (N.L.) v. C. of T. (W.A.) (1938) 1 A.I.T.R. at 

250. But a person may have a dual purpose. He may acquire property 
with the object of eventual resale at a profit and of using the property as 
an income producing asset whilst it is held by him. In these circumstances 
the profit on sale is also assessable. “When analysed, the case for the 
company rests mainly upon the supposed antithesis, in describing its 
purpose in acquiring the mining lease, between the purpose of storing 
machinery on the lease and the purpose of reselling the lease. The anti- 
thesis is a false one because, in point of fact, the company acquired the 
lease for both purposes, not only that of storing machinery pending the 
sale of the latter, but also that of reselling the lease when a place of storage 
was no longer required. In all the circumstances, the transaction of buying 
and selling the lease was sufficiently related to the company’s business to 
bring the profit into tax, in accordance with the principles enunciated in 
W. Thomas & Co. Ltd. v. C. of T. (W.A.) (1931), 45 C.L.R. 539 per 
Evatt, J., in Forwood Down & Co. Ltd. v. C. of T. (W.A.) (1935) 53 
CLR. at p. 408. 

In the above-cited English Case, the Commissioners found that, as a 
fact, the whole object of the company was to hold and nurse the securities 
it held and sell them at a profit when a convenient occasion arose, and that 
there was nothing to distinguish the purchase and sale of the brine baths 
from the company’s other transactions. The fact that the company 
endeavoured to run the brine baths at a profit for five years and that it 
effected improvements and extensions to the property did not alter the 
character of the profit on sale of the baths—that profit arose in the course 
of the company’s business of buying, developing and selling properties, 
and was assessable. 

CapirAL EMPLOYED IN A BUSINESS 

In an English excess profits tax case reported in the April, 1944, issue 
of this journal (p. 104), it was held that a theatre which had been destroyed 
by enemy action was still capital employed in the business. This decision 
has now been affirmed by the Court of Appeal (/.R. Comrs. v. Terence 
Byron Ltd. [1944] 1 All E.R. 608). 

This decision follows similar reasoning to that in the case before the 
Australian High Court of Redbank Meat Works Pty. Ltd. v. C. of T. (Q.) 
(1944) 3 A.I.T.R. 85, in which a reserve of £40,640 was held to be invested 
in the business of the taxpayer, although there was a debit balance of 
£46,742 on Profit and Loss Account. 

The Queensland Act requires that the capital of a company including 
reserves shall be “invested in assets which were used during the year of 
income in production of assessable income.” Latham, C. J., stated that 
“it is proper to take into account the amount of any reserve fund created 
out of profits as in the present case, which exists as a reserve fund in the 
sense that the profits have been credited to it with an intention of some 
degree of permanence, though not necessarily an irrevocable intention of 
using them in the business of the company. Upon this view, neither losses 
of capital paid up in cash or value, nor losses of reserves so set aside, should 
be taken in account for the purposes of the section.” 

In the English case, it was required by the relevant Act that the capital 
should be “employed in the business,” but, as Du Parcq, L. J., pointed out, 
there was nothing in the Act to suggest that the capital must be gainfully 
or productively employed in the business during the chargeable accounting 


Period. 
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The Accounts of Holding Companies—5 
By G. E. Fitzceracp anp A. E. SPEcK. 


EXAMPLES OF CONSOLIDATED REVENUE ACCOUNTS 
In our last instalment we discussed principles relating to the preparation 
of Consolidated Revenue Accounts. Probably the most satisfactory way of 
illustrating these principles is by means of worked examples, and we therefore 
present the three following examples showing the preparation of Consolidated 
Revenue Accounts. 


Example 1 
On June 30, 1943, Senior Ltd. acquired all the shares in Junior Ltd., the 
shareholders’ funds of the latter being as follows: 


CMD 66 wa ct 46 48 ce eee oe, SE 
Ns eal ae Sails, 6h Mie heh. salad ah: ae 3,000 
Profit and Loss Appropriation Account .. 1,165 
For the year ended June 30, 1944, the profit and loss appropri 
accounts of the two companies were as under: 
1943 Sentor Junior 1943 
Aug. 31—Final Dividend July 1--Balance brought 
1942/43 paid .. £1,000 £500 forward 
1944 1944 
Feb, 28—-Interim Dividend June 30-—-Profit on Trad- 
ne 4 ak 8 500 200 ing for year 
June 30—Directors’ Fees 500 200 Dividends Re- 
Provision for ceived .. 
Taxation . .. 1,500 
Balance carried 
forward 


£5,956 £2,405 £5,956 £2,465 


In arriving at the trading profit of Junior Ltd., certain stocks on hand at 
June 30, 1944, previously purchased from Senior Ltd., were valued at 
invoice price, which exceeded the cost to Senior Ltd. by £600. 


Solution to Example 1 
The consolidated profit and loss account is prepared as follows: 


WoRKING PAPER 


To consolidate the revenue accounts of Senior Ltd. and its subsidiary, Junior 
Ltd., as at 30th June, 1944. 

PROFIT AND LOSS APPROPRIATION ACCOUNTS 
1943 Senior Junior Eliminaticns Consolidated 
July 1—By Balance brought forward . £3,236 £1,165 £1,165 £3,236 
1944 
June 30— Profit for year... ...... 2,520 1,300 600 

Dividends Received .. .. 200 200 


£5,956 £2,465 £1,965 





1943 

Aug.31— Dividends Paid .. .. .. £1,000 

1944 

Feb. 28— Dividends Paid .. .. .. 500 

June 30— _ _~—SC=Directors’ Fees .. .. .. 500 
Provision for Taxation .. 1,500 


Deduct £3,500 
Balance carried forward 2,456 
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CONSOLIDATED PROFIT AND LOSS APPROPRIATION ACCOUNT 
(Inccrporating the accounts of Senior Ltd. and its subsidiary, Junior Ltd., for year 
ended June 30, 1944) 


1944 
Feb. 28—To Interim Dividend £500 
: June 30 Directors’ Fees 700) 
aration ; Taxation Provn 5 
vay of Balance carried Dividend 1.000 
‘refore down 


he , i 
lidated ju rofit 3,220 


£5,456 
Explanatory Notes: 

1. The balance in the Profit and Loss Appropriation Account of Junior 

Ltd. at the date when the shares were acquired by Senior Ltd., viz., 
£1,165, is eliminated, because it represents part of the equity in Junior 
ltd. actually purchased by Senior Ltd. 
As the dividend of £500 paid by Junior Ltd. on August 31 was dis 
tributed from the accumulated surplus at 43, it should be 
credited in the ledger of Senior Ltd. to “Investment in Junior Ltd.” 
\ccount. It represents a TeCcOoVe r\ [ lion it 5 I I 1 I 
ment. 

3. Dividend of £200 paid by Junir 
against the receipt of this amount i 

4. Unrealised profit on closing stock £600 has been eliminated, because 


9 


far as the consolidation is concerned none of this profit is realised 


“ator 


Example 2 
On January 1, 1944, Holdings Ltd. acquired all the shares in Subsidiary 
No. 1 and Subsidiary No. 2. The following information was extracted from 
the books of the companies at December 31, 1944: 
Huldings Ltd. Sub. No. 1 Sub. No. 2 


Profit and Loss Appn. Account, Jan. 1 (Cr.) .. £8,500 £4,250 £4,875 

Raw Material, Jan. 7,500 5,250 8,000 

Raw Material Purchases 32,500 20,000 25,500 

Wages me 22,500 16,000 18,500 
Manufacturing ‘Expenses. 9,500 9,500 10,250 
Administration Expenses = 2,250 1,250 1,750 
CE ing ne a ok oa ae 06 4,250 2,000 3,750 
Materials in Process, Jan. 1 .. .. .. 2. 6 «- 2,500 2,800 2.750 

Labour in Process .. Se Ree pee 1,300 550 750 

; Expenses in Process, Jan. 1 .. .. .. 22 «2 oe 200 150 250 
mnior Stock of Finished Goods, Jan. 1 .. .. .. .. .. 4,500 250 4,000 


3 
ae Se re eee 70,000 52.500 62,500 
1, 


00 1,875 


2,250 


Depreciation of Plant 
625 


Debenture Interest Pe a ee a eee 
CE is ss yk we ke om ee “as, es 7,500 1,25 2,000 
Closing Stock, Dec. 31 
Ee ee eee ee 8,7: 10,500 
Materials in Process oe eee 2,900 3, 3,500 
Labour in Process .. esa as oe rat 1,400 600 
Expenses in Process .. .. .. 1. os os es ce oe 450 150 
I. nn acc. aw ach 9d ee Savane oe 6,750 7,25 5,250 
During the year Subsidiary No. 2 sold raw materials to Subsidiary No. 1 
tor £10,000, and Holdings “td. purchased materials from Subsidiary No. 1 
for £18,750. Stocks on hand at December 31 included unrealised profits as 
follows : Holdings Ltd Subsidiary No. 1 
ie ee de ad oe. 00 £1,000 £1,500 
Materials in process .. .. .. .. .. 250 300 
Co a ee 200 250 


dated 


30 
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Solutions to Example 2 












Holdings 
Ltd. 
£ 
Manufacturing Account: 
Materials in Process .. .. 2.500 
Materials on hand, Jan. 1 7,500 
Purchases 32,500 











42,500 









Less Materials on hand, 






Se eee 14,000 
Materials in Process 2,900 
16,900 













Raw Materials Used 25,600 












Labour in Process .. .. .. 1,300 
2” a 
23,800 





Less Labour in Process .. 1,400 





22,400 








Labour Cost .. 





Manufacturing Expenses in 

POGROES n. 0s ce 0c 200 
Manufacturing Expenses Paid 9,500 
Depreciation of Plant 2,250 




































11,950 
Less Manufacturing Expenses 
m Process .. .. .. «. 450 
Manufacturing Expenses 11,500 
Cost of Goods Manufactured 59,500 
Trading Accounts: 
Sales .. 70,000 
Less Cost of Goods Sold: 
Stock on Hand Jan. 1 4,500 
Cost of Goods Manu- 
factured 59,500 
64,000 
Less Stock on Hand 
Dec. 31 6,750 
57,250 
GROSS PROFIT .. 12,750 




















WorKING PAPER 


Sub. 1 


Ltd. 
£ 


2.800 
5,250 
20,000 


28,050 


8,750 
3,200 


16,100 


550 
16,000 


16,550 
600 
15,950 
150 


9.500 
1,000 
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Sub. 2 
Ltd. 


£ 


2,750 
8,000 
25,500 
36.250 


10,500 
3,500 


14,000 


The Consolidated Revenue Account is prepared as follows: 


Elimina- 
tions 


To consolidate the Revenue Accounts of Holdings Ltd. with Subsidiary No, | 
Ltd. and Subsidiary No. 2 Ltd. 


Consolidated 
Revenue 
Accounts 

§.050 
20.750 


49,250 


45,050 


30,750 


9.050 


39.800 





750 
18,500 


19,250 


600 


18,650 


250 
10,250 
1,875 





10,650 


200 
10,450 


42,500 





38,500 


14,000 











28,750 


25,700 





38,250 





2 600 


57.000 
59.600 


2.600 


57,000 


600 
29.250 
5,125 


34,975 
800 
34,175 


129,425 


11,750 
129,425 


141,175 


ls 


_ 
~) 

; WN | 
; 
own i om 
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Profit and Loss Accounts: 


OS eee 75 14,000 10.625 3,5 33,875 
Less Selling Expenses ‘ Be 2.000 3.750 10.000 
: Administration Expenses 1,250 1,750 5,250 
No. 1 Debenture Interest 
TOTAL EXPENSES .. 7.12: 3.250 5.500 
idated 4 - 
Pnue NET PROFIT... . ss SB 10.750 5.125 


yunts 
f Profit and Loss Apprn. Account: 
By Balance, 1/1/44 8.! 4.250 
Dividend from Sub. No 
Ltd 
Dividend from Sub. No 
Ltd 
Net Profit for Year 


3.250 


10.750 5.125 3,500 18,000 
15.000 10,000 5.87: 26,500 


s Dividends Paid 1.250 2.000 3,25 7.500 


we at 31/12/44 .. (9.875 £13.750 £8,000 f £19,000 


Explanatory Notes: 

The eliminations are explained as follows: 

1. Inter-company purchases of raw materials by Holdings Ltd. £18.750 
and Subsidiary No. 1 £10,000—total £28,750. 

2, Unrealised profit in closing stocks of raw materials held by Holdings 
Ltd. £1,000 and Subsidiary No. 1 £1.500—total £2,500. 
Unrealised profit on materials in process, Holdings Ltd. £250 and 
Subsidiary No. 1 £300—total £550. 
Inter-company sales of raw materials £28,750, being the contra to 
elimination No. 1. 
Unrealised profits on closing stocks of finished goods, Holdings Ltd 
£200 and Subsidiary No. 1 £250—total £450. 
Balances in Profit and Loss Appropriation Accounts of Subsidiary 
No. 1 £4,250 and Subsidiary No. 2 £4,875. total £9,125. at the date 
Holdings Ltd. acquired the shares. These amounts are not accumu- 
lated profits of the consolidation, as they represent portion of the equity 
purchased by Holdings Ltd. 

7. Dividends paid by the subsidiary companies, £3,250, cancel out against 
the dividends received by Holdings Ltd. 

The consolidated statement would then appear as follows: 


Howpincs LIMITED 
Consolidated Revenue Account for the vear ended December 31, 1944 
(incorporating the results of Holdings Ltd. and its subsidiaries, Sub. No. 1 
Ltd. and Sub. No. 2 Ltd.). 
MANUFACTURING ACCOUNT 
Materials in Process .. 


Materials on Hand, Jan. 1 
Purchases .. 


Less Materials on Hand. Dec. 31 .. .. .. .. £30,750 
Materials in Process .. .. .. .. .. 9.050 


Materials Used .. 
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Materials Used .. 


Labour in Process, Jan. 1 
Wages Paid .. ae ‘ 


Less Labour in Process, Dec. 31 
Labour Cost .. 


Expenses in Process, Jan. 1. .. 
Manufacturing Expenses .. 
Depreciation of Plant .. 


Less Expenses in Process, Dec. 31 
Manufacturing Expenses .. 
Cost of Goods Manufactured .. .. 1. 22 ce ae ee £129,425 


eae ih itt ee et Gor ae 8 £156,2 50 
Less Cost of Goods ‘sold . 
Stock on Hand, Jan. 1 


Cost of Goods Manufactured .. 
Stock on Hand, Dec. 31 


Croes Proht... .. «. 

Less Operating Expenses: 
Selling .. oa 
Administration .. 
Financial 


SE I Sat cps te: - Si ste srigrs aw aki oes seen Sabet £18,000 


PROFIT AND LOSS APPROPRIATION ACCOUNT 
ee Te PI a> God eas OS ahd. alin cag us AS, Vey Ge £8,500 
I Ed hog: ab Sa ca eg “aaa a Ge Van ae 18,000 


£26,500 
Ree Gees ND nk as bw we oe we aa. SM Se ee 7,500 


erences 26 0t SIFIAIE sc ck se ic cece cw ws 6 6 


Example 3 

A. Ltd. is a holding company, holding 90% of the share capital of B. Ltd. 
and 80% of the share capital of C. Ltd. B. Ltd. holds £40,000 debentures 
in C. Ltd., the total debenture issue of C. Ltd. being £50,000. 

The following information is extracted from the books of the companies 
as at December 31, 1944: 


A. Ltd. B. Ltd. C. Ltd 


Stock on hand, January 1, 1944 .. .. 2. 1... £60,000 £70,000 £25,000 
Maw material purchases .. 2. 2. 25 oc tc oe we 140,000 90,000 65,000 
eemubacterime costs .. 5 5. cc cs ec ce ce 100,000 60,000 40,000 
ES EE ee ee 20,000 17,000 10,000 
Administration e xpenses LE aE GE ES 10,000 10,000 8,000 
Debenture interest paid .. .. .. se th 10,000 2,500 
Dividends paid (from current e arnings ae 10,000 7,500 4,500 
es eas: 320,000 200,000 130,000 
Debenture interest. rec ceived ‘from Cc. ‘Ltd. —— 2.000 

Profit and. Less Appropriation Account, 1/1/44 40,000 45,000 25,000 
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Additional Information 
1. A. Ltd. recorded the dividends received by debiting Bank and crediting 
a Dividends Received Account, and did not bring into its books any propor- 
tion of the profits of Bb. Ltd. or C. Ltd. for the current year. 
2. Closing stocks at 3lst December, 1944: 
A. Ltd. B. Lid. @ Ltd. 
£70,000 £65,000 £30,000 
including profits on inter-company sales as follows: 
Stocks on hand A. Ltd. Profits of £4,000 on goods obtained from B. Ltd. 
and £4,000 on goods obtained from C. Ltd. 
Stocks on hand B. Ltd. A profit of £3000 on goods obtained from C. Ltd. 
3. The stocks on hand at January 1 do not include any unrealised profits. 
4. Sales during the year include sales of merchandise from C. Ltd. to 
B. Ltd. £50,000, and to A. Ltd. £20,000; from B. Ltd. to A. Ltd. £40,000: 
and machinery from B. Ltd. to A. Ltd. £25,000, on which B. Ltd. had made 
a profit of £2,000. ad 
5. Depreciation on machinery to be provided -at the rate of 10%, the 
balances of the machinery accounts being as follows: 
£150,000 
50,000 
50,000 


6. The credit balances in the Profit and Loss \ppropriation Accounts at 
the date of acquisition of the shares by A. Ltd. were: B. Ltd. £37,500, C. 


Ltd. £20,500. 


Solution to Example 3 


The consolidated statement would be prepared as follows: 


WorRKING PAPER 


To compile a Consolidated Revenue Account for A. Ltd. and its subsidiaries 
B. Ltd. and C. Ltd. for year ended December 31, 1944. 


REVENUE ACCOUNT 
\. Ltd B. Ltd. C. Ltd Consolidated 
90% 80% Statement of 
Holding Holding Eliminations Profit & Loss 
Dr Cr 
£ £ £ £ £ £ 


Oe ee lai Se 175.000 130,000 110,000 515,000 


Machinery Produced 
\ssociated Company 25,000 1,800 23,200 


200.000 538,200 
Less Cost of Goods Sold 
Stock on Hand, 1/1/1944 . 60,000 70.000 25.000 155,000 
Purchases—Raw Materials 140.000 90,000 65,000 110,000 = 185,000 
Manufacturing Costs 100,000 60,000 40.000 200,000 
Deprec jation ; ore 14.820 5.000 5,000 24,820 


314.820 225.000 135,000 564,820 


I 


Less Stock on Hand, 
31/12/44 “i - 


70,000 65,000 30,000 


Cost of Goods Sold .. .. 244,820 160,000 105,000 


Gross Profit .. .. .. .. 75,180 40,000 25,000 11,000 
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Geese Profit .. .. .. s- 45,500 40,000 25,000 11,000 
Less Expenses— 


Selling Expenses . 20,000 17,000 10,000 


Administration Ex- 
penses .. ; 10,000 10,000 8,000 


Finance E xpenses— 
Interest .. .. .. 10,000 2,500 2,000 


40,000 27,000 





Net Trading Profit .. .. 35,180 13,000 


-lidd Debenture Interest 
from ©. EE .. .. 2,000 2,000 


Dividends Received . 10,350 10,350 








Net Profit for Year .. .. £45, 530 £15,000 5 £21,350 


Less Minority Interests 
OS eae eee ,500 


PROFIT AND LOSS APPROPRIATION ACCOUNT 


Elimina- 
A. Ltd. B. Ltd. c. ia. tiens 
£ £ £ £ 


By Balance, 1/1/1944. .. .. 40,000 45,000 25,000 0,150 
Profit for Year .. .. .. 45,530 15,000 4,500 1,350 
85,530 60,000 29,500 71,500 

To Dividends Paid .. .. .. 10,000 7,500 4, 500 0, 350 


25, OOO 61,150 
Less Minority Interests 5,000 


Balance .. .. .. £75,530 £47,250 £20,000 £61,150 


Explanatory Notes 
A. The eliminations are explained as follows: 


1. From Sales—Inter-company sales by C. Ltd. .. 
oe ee EA ac 
Total .. 
2, From machinery produced for associated company— 


90% cf £2,000 profit on machinery ~ 
From Purchases—Inter-company purchases by B. ‘Ltd. 


— Sl 


Total .. 


From Stoek on hand at 31/12/1944— 


MAY 
129,180 


47,000 
28,000 


10,500 
85,500 


43,680 


£43,680 


2,400 
£41,280 


Consciidated 
Statement oi 
Profit & Loss 
£ 
59,850 
43,680 


103,530 
11,650 
91,880 
10,250 

£81,630 


£50,000 
20,000 
40,000 


A. Ltd. 90% of £4,000 profit on goods obtained from B. Ltd. .. 
807% of £4,000 profit on goods obtained from C. Ltd. .. 
B. Ltd. % ot £3,000 profit on goods obtained from C. Ltd. . 


2etel .. 





idated 
lent ol 
& Loss 


50,000 
20,000 
40,000 


10,000 


£1,800 
50,000 
20,00 
40,000 


10,000 
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5. From Interest paid—£2,000 being interest paid by C. Ltd. to B. Ltd 
6. From Interest received—£2,000 being interest received by B. Ltd. from C. 
Ltd. 
Dividends received by A. Ltd. from B. Ltd. and C. Ltd. are eliminated. 
8. From balance of P. and L. Appn. Account at Jan. 1, 1944 £50,150 
3eing 90% of Cr. Balance in B. Ltd. at date of 
NON 5 are oe Rw! ach od) aa ee, ae ee eR lh £3: 
Plus 80% of Cr. Balance in C. Ltd. at date oi 
EP arr ne eee are enn ae 16,400 
— £50,150 
As the dividends paid by the Subsidiary Companies are from profits 
earned subsequent to the acquisition of shares by the Parent Company, 
they have been credited to its profit and loss account. Where divi- 
dends are paid from a surplus existing at the date of acquisition, they 
should be treated by the Parent Company as a recoupment of part of 
the cost of the investment. 
Depreciation on machinery of A. Ltd. = 
Book value of machinery .. .. .. .. .. .. .. £150,000 
Less 90% of profit earned by B. Ltd. on sale ot 
machinery to A. Ltd. - 


2 
3 


790 


. 1,800 
£148,200 
10% of £148,200 £14,820. 
It would be more satisfactory to write down the machinery in the 
books of A. Ltd. by debiting “Provision for Unrealised Profit on 
Machinery” with £1,800. On consolidation of the balance sheets, this 
amount would be set off in reduction of the accumulated profits shown 
in the accounts of B. Ltd. In the legal balance sheet of A. Ltd. it 
would be regarded as a suspense item, unless the profits of B. Ltd. 
were incorporated in the books of A. Ltd. In that case it would be 
deducted from the profits. 
The consolidated statement could be presented as follows: 
CONSOLIDATED REVENUE ACCOUNT 
(Incorporating the results of A. Ltd. and its subsidiaries B. Ltd. 

and C. Ltd. for the year ended December 31, 1944) 
Ro ea oes ad: mi ee dee 40 ae eh ae oe ee eee £625,000 
Less Inter-company transfers .. .. .. .. .. .. « 110,000 

--- £515,000 


Machinery manufactured .. .. .. .. eS ee 25,000 
ee ee SE Oe ae ee eee 1,800 
—_——_———_— 23,200 


ee ee ae £538,200 

Less Cost of Goods sold— 
See a Gee: BVESEOEO on os «0 00 xe aw oe £155,000 
Purchases sie Sas he Ges. ae a Oe 185,000 
re COR... oe ke ae se ee ww ee 200,000 
ee ES a ee Oe ee ee eee 24,820 
£564,820 
Stock on Hand at 31/12/1944 .. .. ws 2s 2c on 155,800 


Cost of Goods Sold .. . ee ee ae ee ae 409,020 


eS nee ee ee £129,180 
PB ee ee £47,000 
Administration Expenses .. .. .. .. «6 .. 28,000 
DEE a: Geax, Perak kk “ek ee ee Ge ee: ee 10,500 


85,500 


Net Profit .. .. .. eee ees cae es £43,680 
Less Proportion attributable to the outside share- 
hoideve of B. Led. and ©. Ltd .. 2. ac ne os 2,400 


Net Profit of the Consolidation .. .. £41,280 
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CONSOLIDATED PROFIT AND LOSS APPROPRIATION ACCOUNT 
Dec. 31— Jan. 1— 
To Dividends Paid .. £11,650 er ee 
Dec. 31— 
Balance _ attribut- Net Profit for Year .. .. .. 43,680 
able to outside 
shareholders .. £10,250 
Balance — Consoli- 
dation’s share .. 81.630 91,880 


£103,530 





Secret Reserves 


Some Financial, Legal and Economic Implications 


sy J. H. TRoTrer, LL.B., A.1.C.A. 


The word “reserve” has been used by Accountants to cover a number 
of different concepts, which, however, have one element in common— 
‘the element of contingency. In some cases, the contingency is, for practical 
purposes, certain in the event, but uncertain in extent. It is convenient 
to refer to these as “provisions.”” Among these would be included provisions 
for depreciation, doubtful debts, repairs, and so on. In other cases the 
contingency is uncertain, both in the event and in extent. The familiar 
general reserve is an example of this sort of reserve. The former kind 
of reserve, the provision, is generally treated as a profit and loss item, 
the latter type as an appropriation of profits. Taxation reserves stand in 
an intermediate position since, while the event is certain and the extent 
contingent, such reserves are considered, nevertheless, an appropriation of 
profits. This would indicate that the distinction based on the contingency 
of the event is not to be pressed too far. 

The secret reserve may bear some resemblance to the general reserve 
in that its creation may be based on the more or less remote anticipation 
of a contingency of some kind, such as business depression or unfavourable 
turn of trade. In many cases it may have no such basis. The springs and 
origins of the creation of these reserves are various. Formally, at least, 
the term “secret reserve” is a misnomer. A reserve in the financial sense 
of the word is not created at all. In fact, the equity of the enterprise 
has merely been understated so that any surplus is either reduced or 
disappears. The effect is generally, of course, to retain, in the business 
profits which would have been available for distribution. The creation 
of the reserve may not be intentional, since the necessary conservatism of 
Financial Accounting would ordinarily lead to what might, in one sense, 
be considered undisclosed surpluses. Indeed, the extent of such _ reserves 
is generally quite incapable of precise quantitative statement. It is here 
that this sort of reserve differs so decisively from what we term a general 
reserve. While the existence of any reserve is, in one sense, dependent on 
an actual surplus, a general reserve is precise in statement and in a formal 
sense quantitatively exact. The secret reserve is a vague and unsatisfactory 
concept dependent for its very existence on the valuation of current assets 
and liabilities and capable of changing overnight to an undisclosed deficil 
Its reputed existence, in any case, is merely a criticism of the correctness 
of Balance Sheet valuations. It may well be, of course, that the valuation 
of tangible assets is so patently incorrect as to indicate a large undisclosed 
surplus, but, even then, the extent of the surplus is merely a matter 0 
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opinion. In the case of intangible assets such as goodwill, who is to say 
there is or is not an undervaluation? The whole question of the valuation 
of goodwill and the extent to which it should be included in the balance 
sheet is still an open question in many respects. So also with certain 
items which frequently appear on the liabilities side of the balance sheet 
in the form of provisions of a general nature, such items, for example, as 
“provision for contingencies,” an item commonly seen in the balance 
sheets of banks and other financial companies. There is no doubt that 
such provisions should be made, but whether they are, in any case, excessive 
or not, must, to a large extent, be a matter of opinion varying with the 
views held as to financial policy and business trends. 

It is little wonder that, in view of the undoubted existence of secret 
reserves and the difficulties of definition, the approach of the Courts 
to the problems associated therewith has been halting and tentative. Two 
cases, one in 1906, and the other in 1931, are of considerable interest. 

In the first case, Newton v. Birmingham Small Arms Co. Ltd., 75 L.J., 
Ch. 627, it was held that a resolution inserting in the Company's Articles 
of Association provisions for the creation of an internal reserve, details 
of which were to be divulged to the auditors who were not to disclose anv 
information to the shareholders, was invalid. The decision is significant 
and would seem to imply that, where the existence of a secret reserve is 
apparent from the audit of a company’s accounts, then that fact and the 
treatment of the reserve should be disclosed to the shareholders. Whether 
the existence of a secret reserve is apparent from an audit of the accounts 
isa difficult question. Any falsification or manipulation of the accounts, 
such as the deliberate writing off of capital to revenue, the omission of 
assets or the discounting of asset values below the certified valuations, 
should, of course, be disclosed. The auditor, however, must accept a valuation 
properly certified and apparently in order, and the question whether. apart 
from falsification or manipulation, a secret reserve is apparent from the 
accounts is a different and much more difficult problem. This case gives 
no guidance on .the point. 

The second case is that of the Rex v. Kylsant and another (1931). This 
was a criminal prosecution under the English Larceny Act of 1861. Certain 
reserves for future taxation had proved to be excessive. ‘These reserves 
were written back to create a surplus from which dividends were paid. 
The balance for the vear was stated to include “adjustment of taxation 
reserves.” The court was called upon to decide (inter alia) that the 
published accounts were in this respect false in a material particular. The 
accuse] were acquitted, as it was found that this was not sufficiently proved. 
Care should be taken in considering the effect of this decision since it did 
not deal with the actual creation of a secret reserve, but rather the 
subsequent dealing with taxation “reserves” which had proved to be 
excessive. It should be borne in mind also that this case was a criminal 
prosecution, and that some of the matters at issue might well have been 
decided differently had they come before the Court in its civil jurisdiction. 
The case is of great interest, however, because of the lengthy consideration 
given by the Judge, in his summing up, to secret reserves generally, and 
as indicating the changing attitude to secret reserves and the duties of 
auditors in relation thereto. The Court pointed out the obvious danger 
of an auditor withholding information from shareholders in view of his 
Statutory obligations in that respect. The summing up in this case would 
appear to indicate that, where a secret reserve is relatively substantial or 
where secret reserves have been drawn on to any relatively substantial 
extent, then, in either case, the facts should be disclosed to the shareholders. 
Any use of such reserves to boost profits or cover losses should be looked 
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upon by the auditor with the greatest suspicion and, if so used, the matter 
should be fully reported to the shareholders. The cases, on the other 
hand, clearly seem to concede that directors are entitled, in the interest of 
a company and its shareholders. to make reasonable provisions for 
contingencies and should be allowed considerable discretion in so doing, 
without the necessity of being required to disclose precisely, in the balance 
sheet, the amount of the provisions. The auditor must, of course, recognise 
this discretion. 

Should the auditor-disclose the amount of the reserve? The cases are not 
very helpful on this point. If the reserve arises from a financial manipulation 
which is measurable, such as writing off of capital to revenue or the omission 
of assets or the discounting of stock below certified stock valuations, then 
the auditor should, no doubt, indicate both the amount of the reserve 
and the manner in which it was created. If, on the other hand, the auditor 
merely considers that a valuation of some asset is too conservative or a 
provision such as for bad debts, disputed claims or contingencies is too 
liberal, then, even if the amount involved is large, the auditor is not ina 
position to estimate with any accuracy the precise figure. Perhaps, 
some cases, an independent valuation should be made, but many items in 
balance sheet are not appropriate to independent valuation and the auditor 
has no alternative but to accept the certificate. 

The creating of secret reserve is a practice adopted by many large 
companies including those of the highest standing, and the magnitude of 
the total sums involved is of considerable social and economic significance 
The theories of employment formulated by J. M. (now Lord) Kevnes 
in 1935, and now widely accepted, lay particular stress upon the direct 
relation between total effective demand within the community and _ the 
volume of employment. It is apparent that these theories will greatly 
influence the policy of Governments in post-war planning for the main- 
tenance of full employment. ‘Total effective demand, according to Keynes 
is divisible into two components—the demand for investment goods and 
the demand for consumption goods. ‘These again depend respectively on 
the inducement to invest and the propensity to consume. It is the latter 
concept which is of particular interest in relation to the creation of 
reserves—secret or otherwise. [:veryone is familiar with the proposition 


that creation of a reserve is merely an appropriation of profits. The social 
significance of the creation of a reserve is that profits are withheld from 
distribution. The creation of the reserve, whether in the case of a 
company or privately owned business, is, in effect, an act of saving, a 


decision not to spend a portion of the company or business income, or, 
more precisely, a decision to retain in the business some amount for a 
purpose which may or may not be specified. The question whether the 
amounts so retained will ultimately be spent on investment goods is, as if 
were, the other side of the picture, and depends on considerations which may 
or may not have any relation to the decision to “save.” It will be seen 
that the cumulative effect of the reserve policy of the various companies and 
firms operating in the community may well have a very strong influence 
upon the community’s propensity to consume and through it upon the total 
effective demand and the level of employment. On the other hand this 
tendency may be counter-balanced by the influence of current general 
commercial policy upon the other component of effective demand, that is, 
the demand for investment goods. The tendency will be neutralized insofar 
as the gap caused bv the withholding of profits is filled by a demand created 
by industry for investment goods. Insofar as provisions of the various 
kinds exceed the actual expenditure or loss, and insofar as_ reserves, 
whether secret or otherwise, are created, so there will be a contraction of 
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the net income and, consequently, of effective demand for the products 
of industry, and this will result in a contraction of the aggregate effective 
demand of the community unless it is counterbalanced by a demand created 
by industry for investment goods. It is not intended that this should be 
an exhortation to depart from the principles of prudent business practice 
which are essential to the proper management of every business. The 
policy in that respect, the advisability or otherwise of. creating reserves, 
isa problem for the Directors of the particular company or the owner 
of the particular private business in relation to his company’s or his own 
«ftairs. However, | suggest that here is a further argument, from a 
gcial viewpoint, against reserves of a secret nature. [ven if it is conceded, 
and, from this point of view, | think it may be conceded, that these 
considerations do not require that these matters should be divulged to the 
gneral public or even to the shareholders, I think, at least, that the 
Directors of every company and the owner of every business should make 
it his duty to ascertain at the close of each financial period, with as much 
precision as the nature of the problem will allow, the amount of hidden 
surpluses in his balance sheet. In this way, industry as a whole will be 
equipped in times of crisis to formulate some general policy on these very 
vital problems. 


Production Control and its Relation to Costing 


By D. J. GARRICK 


The purpose of Production Control is to follow-up production with 


special regard to 

(a) Method of production, 

(b) Sequence of operations, 

(c) Time of performance, 
or, in other words, to see that 

(a) Everything is produced according to the planned method, 

(b) Lach operation is in its proper order and sequence, and 

(c) Is performed within the. prescribed time. 

To enable the Production Control to fulfil its duties properly, however, 
it has first of all to be decided for the Production Control itself ; how 
todo it? That is, to find the way it can operate most efficiently, so that its 
results shall reach all parties interested in time and action—if necessary— 
mmediately taken. 

The Production Control should work like a “sieve,” through which all 
technical and often costing details, concerning production, go, and where 
these details are placed in their right perspectives. ‘The data, reaching 
the Production Control, are a crude conglomeration of technical, statistical 
and costing information. ‘They are to be dissected and forwarded to the 
Management in form of a report regarding Method, Sequence and Time 
of Production, and to the Costing Department in form of a statistical 
report regarding material, labour and pro rata dissection of certain direct 
and indirect shop expenses. 

The Production Control serves its purpose only if the following two 
wonditions are observed :— 

(1) The reports are presented to the concerned parties in time. 

(2) The reports presented are dealt with by the concerned parties 

in time. 

It is very hard to draw a sharp division line between the functions 
of Production Control and Costing, as far as collecting and dissection of 
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data is concerned. Production Control is a partly technical, partly 
statistical section of an organization, whilst Costing is a purely financial 
section. 

Costing deals with the same, or partly the same information as 
Production Control, but from a different angle. It is concerned with money 
only. An order, which, from the point of view of production control, 
was finished according to production planning and schedules, might be 
out of estimate finaricially. For instance, an order is estimated to be 
performed in 1,000 working hours rated at 3/- per hour, at an estimated 
total labour cost of £150. According to the Costing, only 

600 hours were worked at a rate of 3/-, .. .. .. .. .. .. £9 
and 400 hours were worked: at an overtime rate of 4/6 .. .. £% 


Giving a total labour expense .. .. .. .. .. .. .. .. £180 


In this’ fictitious case the Production Control will not reveal any 
discrepancy, the actual working hours being within the estimated 1,00 
hours, although the order was finished with an actual loss of 
against estimate. 

The system of production control can be either decentralized o 
centralized. 

The decentralized system is mainly used in standardized mass-production 
where the much more simple set-up of organization makes it possible, and 
the information regarding production, processes and expenses can be sorted 
out and grouped in the working departments and forwarded to the “follow: 
up” and to the Costing Departments in form ready to be recorded, without 
any further dissecting work. In such cases the forms of the Control are 
so planned that their colour, name or number indicate the records int 
which they have to go. 

In mass-production the Production Control is called the “Follow-up” 
Department, where the progress of production is controlled with regard 
to material, manpower and machine-output and comparisons made of the 
progress with the schedules, set by the Production Planning. In this case 
deviations—if any—are mostly of financial nature, and are detected and 
dealt with in the Costing Department. 

The centralized production control system will usually be found in 
concerns working on contract production, where dissection of the various 
production details and charges in the working departments, and _ their 
allocation to the different contracts, would involve a heavy burden on the 
departmental clerical overhead. 

All information is tabulated and recorded according to a routine in the 
Production Control office, whose function is to gather and keep the informe 
tion progressively and ready for presentation to the various sections of 
the organization to whom it is of interest. The costing data are separated 
and forwarded to the Costing Department. 

In contract production the function of the Production Control is far 
more involved, and the system of controlling the production must be much 
more elastic, than in mass-pioduction. Beside “following-up” the 
production from the point of view of planning and scheduling, there art 
more angles, from which materials, men and machines are to be checked 
and recorded. 

That is to say, in contract production, control involves quite a number 
of technical details, due to the variety of orders on which men or machines 
may work during any one day. ‘The proportion of time and especially 
the proportion of general overhead expenses of the departments could 
hardly be allocated properly to the various orders without a_ thorough 
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technical knowledge of the procedures in the departments. Quite a number 
of statistical records have to be kept to enable Production Control to 
furnish information to the Costing Department showing how and in what 
proportion to allocate financially the various items. ee. 

In very big concerns usually there exists a separate Statistical 
Department. 

There are five basic documents on which Production Control and Costing 
have to base their records: 

(1) Material releases or requisitions. 

(2) Production orders or job cards. 

(3) Transport dockets. 

(4) Workmen’s job time cards. 

(5) Machine production and idle-time reports. 


aay 


It is not intended to describe the lay-out and the detailed use of these 
documents because no hard and fast rules can be laid down regarding 
the details required on each of them, but without the existence of these 
documents, no production control can give satisfactory results and live up 
to its responsibilities, which are of first importance. 

In the absence of Production Control, the costing systems of many 
firms are nothing but standardized guesses. Even their estimates, through 
lak of reliable and controlled production details, are ‘“‘guesstimates” instead 
of being estimates. A proper production control in conjunction with a 
good costing system is a most important part of the internal control- 
mechanism of a business. It reduces costs, it prevents losses, it increases 
profit, it pays dividends. It is not an expense, but an asset, and is just as 
important and necessary in a concern as the machinery in the works. 

The reports of the Production Control should be comprehensive, simple, 
and include only the details which are essential to the purpose for which 
they are made. 

For instance, a general report for the management should never include 
minute details when the management requires only an over-all view of 
the work performed. A report to the works manager, who is interested 
i the position of procedures and the progress of performance in the 
various sections of the works, should point out all the actual and probable 
discrepancies ot production. There should never be included in this type 
of report anything, which is ot going to cause trouble. A break-down of 
mmor importance would not be shown, but the break-down of a machine, 
holding up production of certain items and probably upsetting further 
production and assemblies, should be pointed out in the report, showing 
the extent and the details of the consequences of such a breakdown. 

Production Control is a link between the engineering, the manufacturing 
and the financial sections of a business. It is a “clearing house.” It is 
often said that the establishment of production control raises only costs by 
increasing the clerical staft employed. Proper production control, however, 
does not mean more people nor more cost, nor more records. It may 
mean a concentration of records ot responsibility and skill, and the saving 
altected by production control may many times surpass the cost of its 
establishment and operation. 

The necessity for Production Control, as an independent and specially 
trained section of a business, can be even better appreciated, when taking 
into consideration the human element. An Accountant or Cost-Accountant 
is concerned mostly with figures, ie., pounds, shillings and pence. The 
works-management and its departments are—and should be—concerned 
chiefly with production and nothing else. The engineering department 





190 THE AUSTRALIAN ACCOUNTANT MAY 


cares for methods and technical betterments. Accountants are, by their 
training and their field of interest, figure minded; Works and Production 
Engineers are technically minded. The staff of Production Control should 
be something in between these two extremes, being trained cost-accountants 
with organizing ability and with a sound technical background and 
understanding. 

The “sieve” type of work performed by Production Control causes the 
often heard difference of opinion, as to which part of the management 
production control should be attached. ‘To be subordinated to the 
Engineering Department tends to under-estimate the importance of its 
responsibilities ; to be subordinated to the Works Department is unsound, 
since it would place the Production Control in a secondary position and 
handicap its “clearing house” function, which is of first importance from 
the point of view of general management and costing. 

So, as Production Control performs a three-way activity of technical 
statistical and costing nature, its independence of any of those departments 
is essential. To which part of the management it should be directly 
responsible depends entirely on the organization of a concern. 

One more point should be mentioned here, though it is not closely 
associated with the work of Production Control, but is rather a reaction 
to its work. It is the importance of meetings and the analyzing of the 
reports of production control at these meetings. 

If the reports of the Production Control are not prepared and forwarded 
to the interested sections of the organization in time, they become 
“history” instead of a “report,” and if these reports are not dealt with, by 
the sections concerned, in time, then Production Control is really only an 
“overhead” instead of being a valuable instrument in the hands of the 
management. ‘To use cleverly what you have is much better than to save 
what you have. Economy is no cure for waste, but the best use of what 
you have will save what you have. The compass is useless if the captain 
of the ship does not act on its deviations. 

The reports of the Production Control should be analyzed and discussed 
in meetings, where all members of the organization, who are directl) 
concerned with it, should be present, to analyze and criticize the reason 
for the discrepancies which may have occurred, and to suggest ways and 
means of avoiding them in the future. 

There are three ways in which a report can be dealt with: 

(1) Faultfinding. 

(2) Analysis. 

(3) Criticism. 

Faultfinding is emotional, analysis is intellectual and criticism 1 
educational. 

The analysis takes the situation apart and lays the facts bare. Then 
comes the power of criticism, which means the weighing of values, the 
rating of all facts according to standards or limits. Faultfinding 1s 
destructive, analysis and criticism are creative. 

When, and if, Production Control is looked upon from the angle shortly 
described above, and when full use is made of its function, then it serves 
its purpose and will return manyfold the expenses which occur through 
its establishment and upkeep. 

Proper production control is not only a link between different sections 
of an administrative system, but also an important link in the safety 
chain of efficiency, without which no firm can exist or perform profitable 
work in the present overstrained war-production, or survive later the 
keen competition in post-war periods. 
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= Public Accountants Registration Act, |1945—N.S.W. 


‘uction 


should ; : . ; —"* 
ntants A measure to provide for the registration of public accountants in New 
1 and South Wales recently received the approval of the State Legislature and the 
above Act is to commence on 28th May, 1945. 
es the A previous attempt to bring about registration of accountants in that State 
ement was made in 1915, when a Parliamentary (¢ ommittee was set up to enquire 
0 the into the proposal, but the matter was abandoned after several meetings of the 
of its committee had been held and a number of witnesses examined 
sound, In some States of the Commonwealth the Companies Acts provide for the 
n and jcensing of company auditors, but more comprehensive legislation is con- 
from (@ tained in the measure recently passed by the New South Wales Parliament. 
Reference is made hereunder to the main provisions of the N.S.W. Act. 
1nical The sections not specifically mentioned are in the main the penal sections of 
ments the Act and the usual machinery clauses. 
rectly Who Must Be Registered 
Section 28 provides :— 

losely (1) From and after Ist January, 1946, no person other than a registered 
action @ oublic accountant shall be competent to hold or shall hold any appointment 
of the whether honorary or not)— 

, (a) as auditor of any company under the Companies Act, 1936, as 
arded amended by subsequent Acts; 
me a as auditor for the purpose of auditing any accounts required to be 
th, by audited— 
uly 7 (1) by or under any of the following Acts. namely 
yf the Trade Union Act, 1881-1936, as amended by subsequent Acts; 
ger Legal Practitioners Act, 1898-1936; 
wisin Co-operation \ct, 1923-1941, as amended by subsequent Acts; 

Lay-by Sales Act, 1943; 

— : Pastures Protection Act, 1934-1943; and 
rectly (11) by or under such other Acts as may be prescribed: 
one ¢) as auditor of the accounts of any incorporated hospital or separate 
s and institution within the meaning of the Public Hospitals Act, 1929-1943. 


(2) This subsection provides for a penalty not exceeding £20 for any 
lisqualified person accepting or holding appointments above-mentioned 

(3) This subsection excludes the Auditor-General or his officers while 
acting in performance of their duties. 

Subsection (4) of Section 28 gives the power to the Public Accountants 
Registration Board to exempt any of the above-mentioned accounts from 
the operation of the section where it is satisfied that adequate provision is 
made for the audit of such accounts. 

“Public Accountants Registration Board” 
Sections 3 to 16 deal with the constitution of the Board, election and 
remuneration of its members. 
First Board. This shall consist of five members of whom— 
(a) one shall be the person for the time being holding the office of the 
\uditor-General, who shall be Chairman: 

(hb) one shall be the person for the time being holdine the office of 
Under-Secretary, The Treasury: 

(c) one shall be the person for the time being holding the office of Crown 
Solicitor : 

(d) one shall be the person for the time being holding the office of State 
Chairman of the Institute of Chartered Accountants in Australia or 
such member of the said Institute as mav be nominated by him: 
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(e) one shall be the person for the time being holding the office of State 
Chairman of the Commonwealth Institute of Accountants or such 
member of the said Institute as may be nominated by him. 


The “First Board” shall hold office until Ist January, 1946, and upon such 
date the following variations in the constitution of the Board shall take place: 


1. The person for the time being holding the office of Public Trustee will 


replace that of the Crown Solicitor mentioned in (c) above. 

The positions filled by members nominated by the Institutes mentioned 
in (d) and (e) shall be filled by two registered public accountants to 
be elected by the registered public accountants. 

The first election mentioned above shall be held in the month of November, 
1945, and in each third year thereafter, and the persons so elected shall 
assume office on Ist January next after the election and, subject to the Act, 
shall hold office for a period of three years. 

Section 16 requires the Board each year to furnish to the Minister for 
presentation to Parliament a report giving information as to its work and 
its general decisions in the course thereof. 

Section 17 provides that the expression “approved institute of accountants” 
means an institute, association or other body of accountants which is declared 
by the regulations to be an approved institute of accountants. 

Note: It is anticipated that the Commonwealth Institute of Accountants 
will be declared an approved institute—see Section 18 (1) (c) (iii) and (iv). 
Some members may not wish to apply for registration under the Act at the 
outset and it is important to note that application may be made at any time 
in the future provided a qualification is held under the sub-paragraphs men- 
tioned and the person is able to comply with the other requirements of 
Section 18 at the time application is made. 

Section 2. Definitions. The most important definition appearing in this 
section is that of “public accountant,” which is as follows: 

“Public accountant” means an accountant who maintains an office as a 
principal either alone or with others for the business of general account- 
ancv and the auditing of accounts and in that office places his services 
in any such regard at the disposal of the public generally for remunera- 
tion and whose services are not either entirely or mainly at the disposal 
of any individual firm, trust or association (whether incorporate or 
unincorporated ). 

Section 18, however, would appear to extend that definition so far as it 
relates to the qualifications of a person entitled to registration as a “registered 
public accountant.” 

These qualifications are: 

(1) (a) He is of or above the age of twenty-one years; 

(b) he is of good fame and character: and 

(c) (i) he is engaged or is about to engage in the practice of his 
profession or calling as a public accountant either on his 
own behalf or in partnership with any other registered 
public accountant or is an emplovee of a registered public 
accountant so engaged in the practice of his profession of 
calling ; and 

(ii) he has passed such examinations as may he prescribed before 

examiners appointed by the Board, and acquired such prac- 
tical experience in accountancy work as the Board deems 
sufficient ; or 
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(iii) he was at the commencement of this Act the holder or before 
the prescribed date has become the holder of a certificate of 
membership issued in accordance with the constitution and 

¢ rules of any approved institute of accountants; or 

(iv) he has before the prescribed date passed the final examina- 
tion of any approved institute of accountants; or 

(d) he was, at the commencement of this Act, and had been, during 
the period from the first day of July, one thousand nine hundred 
and forty-three, to such commencement, engaged in the practice 
of his profession or calling as a public accountant either on his 
own behalf or in partnership with any other public accountant ; or 
being at the commencement of this Act a member of the naval, 
military or air forces of the Commonwealth he was, at the date 
of becoming a member of those forces, and had been, for a period 
of not less than one year before that date, engaged in the practice 
of his profession or calling as a public accountant either on his 
own behalf or in partnership with any other public accountant 


(2) Any person who, during the present war between His Majesty and 
Sermanv and her allies, has been a member of the naval, military or air 
forces of the Commonwealth or an Australian mariner within the meaning 
fthe Seamen’s War Pensions and Allowances Act 1940 of the Parliament 
{ the Commonwealth may, subject to such terms and conditions as the 
Hoard may impose, be registered under this Act as a registered public 


accountant. 

(3) The prescribed date shall for the purposes of sub-paragraphs (iii) 
ad (iv) of paragraph (c) of subsection (1) of this section be 

(a) in the case of a person who is at the commencement of this Act a 
member of the naval, military or air forces of the Commonwealth— 
the third anniversary of the date of his discharge from the forces of 
which he was a member; 

(b) in the case of any other person—the third anniversary of the com- 
mencement of this Act. 

(4) A person shall not be eligible for registration under this Act in 

pursuance of paragraph (d) or paragraph (e) of subsection (1) of this 
ction unless he makes application for registration within the prescribed 
period. 

The prescribed period shall be: 

(a) in the case of a person to whom paragraph (d) of subsection (1) 
of this section applies--two years after the commencement of this 
Act; and 

(b) in the case of a person to whom paragraph (e) of subsection (1) 
of this section applies—two years after the date of such person’s 
discharge from the naval, military or air forces of the Common- 
wealth. 

Section 19. This section gives the Board power to grant exemption from 
the prescribed examinations where applicants have passed equivalent exam- 
nations held hy the University of Svdney or any Technical College under 
the control of the Department of Public Instruction, and provides also for 
the registration of persons who have practised their profession in anv place 
wtside the State of New South Wales. 

Section ?? stipulates that everv registered public accountant shall have a 
Tegisteredl] office in New South Wales and that the address specified in the 
plication for registration as the address at which the applicant proposes 
carry on the practice of his profession or calling as a public accountant 
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or as the address of the registered public accountant by whom he is empleo 
shall upon the grant of the application be deemed the registered office of 
applicant. 

Notice of change of address to be given to the secretary to the Board, 

Section 23 provides for the payment of a “roll fee” annually of sucht 
amount as may be prescribed, and for the removal of names from the registeg 
if the roll fee be not paid promptly. 

Section 24 empowers the Board to remove from the register the name of 
any person who does not possess the qualifications in respect of which he wal 
registered, e.g., if he ceases the practice of his profession. 

Section 25 deals with the disciplinary measures that may be taken agai 
any registered public accountant who has been guilty of “infamous mj 
conduct as a public accountant” and the manner in which the enquirgj 
investigation or hearing touching the subject matter of the complaint 
charge shall be carried out. 

The right of appeal shall be to a District Court against the Board§ 
decisions in this regard. : 
Accountants Registration Board E-ducation Account 
Sections 31 and 32 make provision, amongst other things, for the establishl 
ment of the “Accountants Registration Board Education Account,” whidt 
shall consist of — 

(a) all moneys transferred from the Administration Account : 

(b) any other monevs howsoever derived which are held by 

for the purposes of the Education Account. 


The monevs for the time being standing 


Account mav be applied by the Board fre o time for or 


the promotion of 
public purpose in connection with the profession or calling of accountancy. 
] 


education in accountancy or r or towards 


The Board may provide and maintain scholarships and may fi 


payable in respect of such scholarships or any of them, the period 
the same are tenable. and the terms and conditions to be 


holders of such scholarships or any of them. 
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